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Course Title Preparing for an Audit 

Course 
Identification 

Course Code:  OSD-P4AUD                     Course Type:  F 

Level and Type Introductory Functional Course 

Course Length 8 hours                                             8 CPE credit hours 

Field of Study Accounting and Audit, Government Accounting and Reporting – 
Specialized. 

Course 
Description 

The Preparing for an Audit course, Version 1.0, is an eight-hour, 
introductory functional course designed to provide individuals who require 
an understanding of the complexities surrounding financial statements 
audits with the basic knowledge and skills needed to properly prepare for 
audits in the Department of Defense (DoD) environment.  This course is 
designed to be a hands-on, “how to” course, focused on providing students 
with the necessary tools to prepare for a successful audit.  Students learn the 
key legislative and regulatory requirements for conducting government 
audits, how to recognize key financial statements necessary for the DoD 
consolidation, understand the types of federal audits, and complete the 
phases involved in achieving a clean unqualified audit.  Students will also 
learn how virtually every DoD job, whether financial or non-financial, 
contributes to specific components of the financial statements.  
Additionally, students will be provided with useful tools for satisfying 
independent audit requirements.   

Learning 
Objectives 

Upon completion of this course, the student will be able to:  

• describe the value of financial statement audits and why they are 
performed 

• describe how the auditable data links into the DoD Financial Statements 

• discuss the steps to take to prepare to assert audit readiness. 

Presentation 
Mode 

The primary method of instruction for this functional course is instructor 
presentation, conference, and questions and answers.   
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Who Should 
Attend 

The audience for this course is civilian and military personnel of various 
grades and ranks.  It consists of both financial and non-financial personnel 
who desire to improve their operations while satisfying Congressional and 
regulatory audit requirements. 

Prerequisites There are no prerequisites for this course. 
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Course Agenda 

 
8:00-8:10 
8:10-8:50 
9:00-9:50 
 
10:00-10:50 
11:00-11:50 
12:00-1:00 
1:00-1:50 
2:00-2:50 
3:00-3:25 
3:25-3:45 
3:45-4:25 
4:25-4:45 
 

 
Course Introduction 
Lesson 1 – Why Audit? 
Lesson 1 – Why Audit? (cont.)/Lesson 2 – Auditable Data and Audit 
Methodology 
Lesson 2 – Auditable Data and Audit Methodology (cont.) 
Lesson 2 – Auditable Data and Audit Methodology (cont.) 
Lunch 
Lesson 3 – Steps for a Clean Audit 
Lesson 3 – Steps for a Clean Audit (cont.) 
Lesson 3 – Steps for a Clean Audit (cont.) 
End-of-Course Review 
Final Examination and Final Examination Review 
Course Critique 
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Preparing for an 
Audit Course 

Good morning and welcome to the Preparing for an Audit course.
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Course Introduction

• Meet your instructor

• Housekeeping issues
• Other
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Course Logistics

Starting Time Coffee Breaks Restrooms Cell Phones

Lunch Break Phone Calls Nondisclosure Exercise/Exam

During this discussion, you will be provided with examples of financial 
transactions and other proprietary information either from the instruction or from 
your classmates.  You must assume that this information is not for use by the 
general public, nor is it to be published or disseminated to third parties. 

The format for this class is conference/lecture and will include questions and 
discussion.  There are no practice exercises, but there is a final examination.  
You may use any materials provided in the course or discussion to complete 
this examination.  
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Icon Definitions

Issues +
Resolutions

Objectives

Starting Time

Logistics

Definition

Key Point

Background

Best 
Practice

Detail

Exercise/
Exam

Questions

Summary

References

Law/ 
Standard

Example

Report

Steps

Goal

Quote

Tools

Information

Course/Lesson Flow Course Topics

Issues/ 
Resolutions

Notice that each page is formatted with a header.  The left corner of each 
header contains an icon that provides a visual key to the contents of the page.  
For example, this page displays the Logistics icon.

The main icons describe course and lesson objectives and introduce key topics.  
Additional icons within each topic represent definitions, background information, 
and issues and resolutions.  Best Practice and Lessons Learned icons will show 
examples of successful practices implemented by the government or industry.  
At the conclusion of each lesson, icons will represent the lesson summary, 
questions and answers, final examination, and references for more information. 

Please feel free to take notes in the space provided on your student materials, 
and to write down any questions that you may have that we may not have had 
time to address during the discussion of a particular topic.  Your questions are 
very important to us, but we may not have the answer or sufficient time 
available in the classroom and may have to go to an outside source for an 
answer. 

Now let’s examine the course agenda.
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Course Agenda

End-of-Course Review3:30 - 3:40

Final Examination and Review3:40 - 4:30

Course Critique4:30 - 5:00

Lesson 3, Steps for a Clean Audit1:00 - 3:30

Lunch12:00 - 1:00

Lesson 2, Auditable Data and Audit Methodology9:40 - 12:00

Lesson 1, Why Audit?8:10 - 9:40

Introduction8:00 - 8:10

TitleTime

Class starts promptly at 8:00 a.m., and will break for ten minutes each hour.

Lunch is scheduled from 12:00 to 1:00, and the course ends at 5:00 p.m.

In this course, there are three lessons, an end-of-course review, and a final 
examination.  Lessons 1 and 2 should be completed before lunch, and Lesson 
3 begins after lunch.  Finally, you will complete a course critique and the 
instructor will distribute the course completion certificates.

Let’s discuss the purpose and objectives.
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Course Overview

This course is designed to explain why financial 
statement audits are conducted, what data is auditable 
and how it is audited, and the steps to take to prepare 
to assert audit readiness.

It is important because you need to know what is 
required of each member of your organization to be 
able to successfully complete a financial statement 
audit.

When your organization is prepared to assert audit 
readiness, you will have thoroughly examined your 
process, procedures, and policies.

This course is designed to explain why financial statement audits are 
conducted, what data is auditable, how data is audited, and whatsteps can be 
followed to assert audit readiness.

This is important because you need to know what is required and expected of 
you and other members of your organization to be able to successfully 
complete a financial statement audit and be prepared to assert audit readiness. 

When your organization is prepared to assert audit readiness, you will have 
thoroughly examined your process, procedures, and policies.  You will also 
have identified deficiencies, corrected them, and verified those corrections.  In 
asserting your audit readiness, you are affirming the reliability of your financial 
information in preparation for assessment or audit.

Let’s look at the course objectives.
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Course Objectives

• describe the value of financial statement audits and 
why they are performed

• describe how the auditable data links into the DoD 
Financial Statements

• discuss the steps in preparing to assert audit 
readiness.

Upon successful completion of this course, you will be 
able to: 

This course begins by describing the value of financial statement audits.  We 
will define a financial statement audit, discuss why it is performed, and examine 
the legal and regulatory requirements for audits.  

We will then describe how the auditable data links into the DoD Financial 
Statements by examining feeder systems, information flow, and the 
methodology used to conduct the audit.  

Finally, in describing the steps to take to prepare for a clean audit, we will 
discuss the five-phase process used by the Department’s leadership to prepare 
to assert audit readiness.  These steps are designed to move the entity’s 
financial statements from a position of unreliability to reliability and, ultimately, 
to an unqualified audit opinion. 



8

Version 1.0 Preparing for an Audit CI-8

Questions



1

Lesson 1: 
Why Audit?

Preparing 
for            
an        
Audit

In Lesson 1, we will explore why audits are required and necessary.
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Lesson Objectives

• explain the purpose and value of financial statement audits

• define common auditing terms

• explain why we do financial statement audits

• describe how to link the information within the key 
components of the financial statements

• identify various government auditing entities

• identify the applicable hierarchy of the guidance used for 
audits of the financial statements.

Upon successful completion of this lesson, you will be 
able to:

To understand why audits are required and necessary, it is important that you 
understand the history for the requirement to report on the use of resources; the 
legal and regulatory guidance that requires the application of accounting 
standards, reporting, control, and accountability; and the goals of the 
Department in obtaining an unqualified or clean audit opinion.  

With an understanding of the purpose and value of financial statement audits, 
common auditing terms, and why we do financial statement audits, you begin to 
understand your role in the accomplishment of the Department’s goals.  You 
explore the requirements for financial statements and then familiarize with how 
the information within these statements is linked to form a picture of your 
organization.

You then identify various government auditing entities, and the applicable 
hierarchy of the guidance used for audits of the financial statements.
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This lesson contains the following topics:

• Overview of Audits

• Purpose of Audits

• Audit Value

• Common Auditing Terminology

Lesson Topics

In the Overview of Audits topic, you will become familiar with various types of 
audits.  We will then discuss the purpose of audits, where you will become 
familiar with the scope of the operations and why the audit of these operations 
is important.  In discussing audit value, you will learn about the types of audit 
opinions and the value of an unqualified audit opinion.

Familiarity with common auditing terminology assists you in an understanding of 
the language used by auditors to express an opinion and what tha t opinion 
means to users of the financial statements.

Let’s examine a few more topics.
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Additional topics:

• Compliance with Legal Requirements

• Financial Statements

• Compliance with Regulatory Requirements

• Federal Government Auditing Entities

• Applicable Guidance

Lesson Topics

The requirement for compliance with legal and regulatory requirements is the 
foundation for understanding the reason why various policies and procedures 
must be followed.  These procedures affect the preparation and audit of the 
financial statements.  Federal government auditing entities provide audit 
services at various levels of the organization.  In providing these services, 
auditors and those being audited should understand the applicable guidance.

Let’s begin with an overview of audits.
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Overview of Audits 

“No money shall be drawn from the Treasury, but in 
consequence of appropriations made by law; and a 
regular statement and account of receipts and 
expenditures of all public money shall be published 
from time to time.”  

Article 1, Section 9, Clause 7, Constitution of the U.S.

The accountability clause of the U.S. Constitution (Article I, Section 9, Clause 7) 
links the legal expenditure of appropriations to the reporting of transaction 
information and account balances.  What this means to you is that there is a 
long history for the requirement to report on the use of resources.  Up to 1990, 
that reporting did not receive an audit.

So what does auditable mean?  It means that the auditors can take the 
information as reported on the financial statements and be able to trace the 
reported information all the way to sets of source documentation.  From the 
source documentation, a select group of transactions is tested to verify 
accuracy, validity, legality of the transactions and supporting procedures, and 
adequate documentation with supporting signatures.

Once the sample financial information has passed the testing process, the 
auditors express an opinion on the credibility of the financial information that is 
supported by the selected samples.

Our goal is a clean or unqualified audit opinion.
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Overview of Audits 
(cont.)   

Financial audits report on:
• financial position
• compliance with laws and regulations
• internal controls.

Performance or operational audits report on:
• effectiveness
• economy and efficiency
• compliance.

Systems audits report on:
• system capability and internal control.

There are three types of audits:  financial audits, performance or operational 
audits, and systems audits.  Financial audits report on whether or not an entity’s 
financial reports fairly reflect the true financial position of that entity as of a 
particular point in time such as the end of the fiscal year (September 30) or the 
end of a quarterly reporting cycle such as December 31, March 31, or June 30.  
The Department is required to prepare quarterly financial statements.  Using 
statistical techniques, interviews, and other analytical methods, auditors attempt 
to determine if balances and related notes presented in the financial statements 
fairly represent the operations of the entity.  The auditors’ report then states an 
opinion as to that presentation.  They also report on whether the entity’s 
operations substantially comply with legal and regulatory guidance, the degree 
to which non-compliance affects the results of operations.  Financial audits may 
also report on the internal controls over the assets of an entity.  Internal controls 
are the practices and procedures that are used to safeguard your assets such 
as password protection, locks, separation of duties, and others.

Performance or operational audits report on the effectiveness, economy and 
efficiency, and, in certain circumstances, compliance aspects of a particular 
activity.  They concentrate on mission accomplishment and use of resources.

Systems audits report on the ability of financial management and feeder 
systems to provide required financial information and whether or not the internal 
controls of the system are adequate for the prevention of fraud, waste, and 
abuse.
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Overview of Audits 
(cont.)   

How does financial reporting affect the way we do 
business and why is that important to you?

Financial management is on Secretary Rumsfeld’s top 
10 priorities.

How does that reporting affect the way we do business and why is that 
important to you?  In the last several years, substantial improvement of the 
Department’s financial management has been a top priority.  It is on the top 10 
priorities of Secretary Rumsfeld.  This is due in part to the conclusions reached 
by the Department’s leaders that the DoD’s financial management deficiencies 
were more fundamental and entrenched than previously recognized. The 
remedy has been the most comprehensive reform of financial management 
systems and practices in the Department’s history.

Let’s examine the scope of activities that are being reformed.
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DoD employs 1.4 million active duty and 1.2 million guard and reserve 
personnel, 740,000 civilians, and supports 2.1 million retirees and 
surviving spouses.  It has 600,000 individual buildings and structures 
at over 6,000 locations.  It uses about 250,000 vehicles, more than 
15,000 aircraft, and 1,000 oceangoing vessels.  

Its annual appropriated budget is $468.6 billion.  Its Military Retirement 
fund reports $830 billion in liabilities, and its Military Health fund 
reports $600 billion in liabilities.

Purpose of Audits

Source:  2004 DoD Performance and Accountability Report

http://www.defenselink.mil/comptroller/par/

As cited in the 2004 DoD Performance and Accountability Report (PAR), an annual 
report on the operational and financial performance of the Department, the DoD is one 
of the largest and most complex organizations in the world.  It annually reports 
hundreds of billions of dollars in assets.  The Department is responsible for liabilities of 
about 1 trillion dollars.  Each fiscal year, it recognizes several hundred billion dollars of 
revenues, financing sources, and incurred expenses.

The Department, through its military services and its combatant commands, carries out 
its mission and programs on a worldwide basis.  The scope of its operations dwarfs 
those of most large corporations and many autonomous countries. All of those 
activities affect the department’s financial status.  Obviously, it is critical that the DoD 
have high quality financial management systems, and data from its operational and 
support systems, to meet its financial requirement to efficiently and effectively perform 
its missions.

The DoD operates thousands of automated information systems – financial, non-
financial, and mixed – in executing its missions and programs.  Although the Defense 
Finance and Accounting Service (DFAS) is responsible for the majority of the 
Department’s financial systems such as entitlement, disbursing, and accounting 
systems, DFAS is not responsible for all of the systems or documentation that support 
financial management data.  Non-DFAS systems that support other functional areas, 
including acquisition, logistics, property management, and personnel, generate and 
process a significant amount of data that are ultimately used by the Department for 
management, analysis, and financial reporting.
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Why we perform audits:

• It demonstrates financial condition and 
accountability.

• It’s the responsibility of the government to it’s 
citizens.

• It’s the law.

Purpose of Audits 
(cont.)

Bottom line:  Better and more reliable information means 
better decisions by the Department’s leadership.

Now that you know the scope of the operations, you need to know why the audit 
of these operations is important.

When we properly control and account for the resources used at every level of 
our operations, and ensure that the data used to inform our leaders on the 
status of their resources is reliable and timely, we provide them with the means 
to make informed decisions.

How many of you would invest in a company with a budget of over $400 billion 
yet cannot obtain a favorable audit opinion?  We establish credibility and trust 
when we obtain a favorable opinion on a financial statement audit, and it’s the 
responsibility of the government to it’s citizens to ensure that trust.  Ensuring 
the public trust is also the foundation for many of our laws.

Let’s discuss how audits provide value in the decision-making process.
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Audit value in the decision-making process…

Audit Value

• Financial data is used to estimate the costs of 
operations, programs, and activities.

• Audits provide a means of testing current data and 
reporting and control procedures to validate whether 
or not those procedures would enable users of the 
financial data to rely on the underlying information 
that supports the reported financial data.

DoD leadership at all levels, from the unit commander to the Commander in Chief, 
must be able to trust the information provided through the reporting processes.  One of 
the most essential elements of information is financial data.  Financial data is used to 
estimate the costs of operations, programs, and activities.  To estimate future costs, 
and therefore to request appropriate levels of funding, the actual costs of such items as 
equipment, training, supplies, personnel, research and technology, weaponry and 
ammunition, fuel, transportation, medical care, land, rents, vehicles, clothing, food, 
utilities, buildings, and maintenance must be known.

Audits provide a means of testing current data and reporting and control procedures to 
validate whether or not those procedures would enable users of the financial data to 
rely on the underlying information that supports the reported financial data.  In 
preparation for an audit, your organization uses the same procedures that would be 
used by an auditor to identify weaknesses within your organization’s reporting and 
control procedures.  Once identified, efforts are made to correct these weaknesses and 
therefore strengthen the reliability of the supporting data.

Using the assertion process/program that we will discuss later and once your 
organization is ready for an audit, auditors analyze the underlying data, policies, 
procedures, and controls to ensure that they provide adequate control over your 
resources and the associated reporting on the use of those resources.  As mentioned 
earlier, it is a top priority of the DoD to achieve an unqualified audit opinion on the 
Department-wide financial statements.   



11

Version 1.0 Preparing for an Audit L1-11

It implies:

• reliability of financial data

• systems are adequate for the 
needs of decision-makers

• a standard of control that 
helps to ensure the 
prevention of fraud, waste, 
and abuse.

Audit Value 
(cont.)

The value of an unqualified audit opinion….

An unqualified audit opinion is a seal of approval from the audit community that 
is recognized by the business and financial community.  To understand why this 
opinion is so valuable, it’s important to understand the benefits to be gained by 
achieving this goal.

The DoD, as an entity of the federal government, and your organization, as an 
entity of the Department, must obtain a favorable audit opinion to enable the 
federal government’s financial statements to be accepted as a representation of 
accurate information.  An unqualified audit opinion not only implies reliability of 
financial data, it implies that the systems supporting the reporting of financial 
data are adequate to meet the needs of the decision-makers for timely and 
accurate data.  It implies a standard of control over the resources of your 
organization to ensure that they are protected from fraud, waste, and abuse.

It does not imply that minor deficiencies will not occur, nor does it imply that a 
person with the intent to cause harm will not be able to do so. Errors or 
misstatements occur, and no system is invulnerable to collusion or sabotage.  
However, internal controls must be sufficient to fend off most a ttempts.

Now let’s look at some common audit terminology.
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Sampling -
Statistical (and non-statistical) tools 
selected for testing items from a specific 
class of transaction, account balance, or 
other characteristic.  Amount of sampling 
is based on the auditor’s assessment of 
internal controls.

Evidential matter -
Any item requested by audit staff (financial 
statements, documents, records, policies, 
procedures, reports)

Common Auditing  
Terminology

To understand the language used in the audit process, it is important to become 
familiar with some of the key words and phrases used.  Some are introduced 
here, and others are introduced in Appendix A of your student handout.  The 
definitions in Appendix A are a compilation of accounting and auditing terms 
used in textbooks, dictionary definitions, and common usage within the finance 
community.  

Auditors use many different tools when conducting an audit.  Sampling and the 
examination of evidential matter are two of them.  The amount of sampling 
required is based on the auditor’s assessment of your internal controls.  
Reviewing all the items from a specific class of transaction, account balance, or 
characteristic is time-consuming and costly.  To streamline the audit effort, 
various audit sampling methods are used.  There are two types of sampling:  
statistical and non-statistical.  When used properly, both non-statistical and 
statistical sampling provide sufficient evidential matter for the audit.  Statistical 
sampling is described in further detail in Lesson 2.

Evidential matter consists of the financial statements, documents, records, 
policies, procedures, controls, management assertions, results of previous 
inspections, and any other items requested by the audit staff to support the 
auditors’ opinion on the reliability of the financial statements and accompanying 
notes.  Though introduced in this course, the How to Manage Audit Evidential 
Matter course provides greater detail into this key subject.
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Reasonable 
Assurance -
Assurance that a 
reasonable person 
can reach the same 
conclusion given the 
same data and 
circumstances.  Not 
an absolute certainty. 

Materiality -
Degree of importance 
or consequence.

Terminology 
(cont.)

Sample Auditor’s Standard Report

Report of Independent Public Accountants
To appropriate officials of the organization requesting the audit.

We have audited the accompanying consolidated financial statements as of (a specified date or period
covered).  These financial statements are the responsibility of (the entity’s) management.  Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted government auditing standards, issued by
the Comptroller General of the United States.  Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free of material misstatement.
Compliance with laws, regulations, contracts, and grants applicable to (the entity) is the responsibility of
(the entity’s) management.

An audit includes examining on a test basis, evidence supporting the amounts and disclosures in the
financial statements.  An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation.  We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respect, the financial
position of (the entity) as of (the specified date or period covered), and the results of their operations and
their cash flows for the periods stated, in conformity with generally accepted accounting principles.

Signature of auditor and date

The auditors’ opinion is based on reasonable assurance, as opposed to 
certainty.  The prescribed language of the audit report ensures that the auditors 
define the limits of their assurance.  The auditor must test on a sample basis 
enough evidential matter to reasonably assure that the financial statements 
present fairly, in all material respects, the financial position of the organization 
being audited.

By using the phrase “in all material respects,” the auditor states the degree to 
which the information may be relied upon.  The concept of materiality allows 
that minor deviations in account balances or procedures may have no effect on 
the reliability of the statements as a whole for example, a $1 hundred deviation 
on a $1 million account balance.  Using this same concept, it is possible that the 
auditors opinion may be qualified by an amount or procedure that does in some 
way affect the reliability of the financial statements for example, that $1 hundred 
deviation had to do with a trend that if not corrected would have a major effect 
on the financial statements.  A material weakness is a weakness in 
management controls that warrants reporting to a higher level.

There are specified amounts that are considered material depending on the 
type of account or activity.  The auditor sets the materiality at the beginning of 
the audit using guidance contained in the Government Accountability 
Office/President’s Council on Integrity and Efficiency Financial Audit Manual 
(GAO/PCIE FAM) (discussed in further detail in Lesson 2 of this course).  This 
is done for each audit and it varies.
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Unqualified opinion -
Opinion that is without any material exception as to a general statement of 
reliability of the items specified within the limits of the audit.

Qualified opinion -
Opinion stating that except for the effects of the matter(s) to which the qualification 
relates, the financial statements present fairly the financial position of the 
organization.

Adverse opinion -
Opinion stating that the financial statements do not present fairly the financial 
position of the organization.

Disclaimer of opinion -
Auditor does not express an opinion on the financial statements.

Auditable -
Underlying data and procedures are sufficient, accurate, testable, and reliable 
enough for the auditor to obtain a basis for forming an unqualified opinion.

Terminology 
(cont.)

An unqualified opinion is the most preferred finding.  An unqualified opinion has 
no material exception as to a general statement of reliability. Any other opinion 
is deemed to be a result of one or more material departures from the generally 
accepted accounting principles, or the auditors have been unable to obtain 
sufficient evidence regarding one or more of the management’s assertions, and 
as a result, do not have a reasonable basis for an unqualified opinion on the 
financial statements as a whole.

Examples of other opinions are:  a qualified opinion which states that except for 
the effects of the matter(s) to which the qualification relates, the financial 
statements fairly present the financial position of the organization; an adverse 
opinion which states that the financial statements do not fairly present the 
financial position of the organization; or a disclaimer of opinion which states that 
the auditor does not express an opinion on the financial statements.

To be eligible for an unqualified audit opinion, the financial statements must be 
fully auditable and be compiled in accordance with generally accepted 
accounting principles.  That means that the underlying data and procedures 
must be sufficient, accurate, testable, and reliable enough for the auditor to 
obtain a basis for forming an unqualified opinion.   
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Assertion -
Explicit and implicit information provided by management 
that attests to the represented financial position or results of
operations.

Deficiency -
Lacking in adequate competence, readiness, knowledge, or 
means.

Systemic weakness -
Material weakness that affects management controls across 
organizational and program lines and usually affects multiple 
DoD components.

Terminology 
(cont.)

Auditors base their opinions upon management’s assertions as to the existence 
or occurrence, completeness, rights and obligations, valuation o r allocation, and 
presentation and disclosure of reported data.  For example, management 
asserts that the amount reported as inventory is based on the existence of 
appropriate Operating Material and Supplies (OM&S) or other items of inventory 
required to be reported within the line item of the financial statement as of the 
reporting date; that the reported inventory is complete; that it belongs to the 
reporting entity; and that it is stated at its proper value.  Further definitions of 
these assertions can be found in Appendix A of your student handout.

When the auditors, in the course of their examination, find that an error exists in 
an area asserted by management, that error is classified as a deficiency.  A 
deficiency can be immaterial and have no effect on the overall assertions of 
management such as a minor recording error traceable to a single document, or 
it can be a significant problem that involves an entire process such as an 
inability to verify the value or ownership of property.

Systemic weaknesses are material weaknesses that affect management 
controls across organizational and program lines and usually affect multiple 
DoD components.

Now that you are familiar with a few of the common audit terms, let’s discuss 
the legal and regulatory guidance that explains why we do financial statement 
audits.  
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Legislative requirements for the application of 
accounting standards, reporting, internal control, and 
accountability:

Compliance with Legal 
Requirements

• Federal Financial Management Improvement Act of 
1996 (FFMIA)

• Federal Manager’s Financial Integrity Act of 1982 
(FMFIA)

• Inspector General Act Amendments of 1988, and the 
Chief Financial Officers Act of 1990 (CFOA)

Compliance with legal and regulatory requirements is one of the first items 
checked in an audit of an organization.  The requirement for the audit of the 
DoD financial statements and the results of operations are embedded within 
this guidance.

Let’s begin with the legislation.
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Federal Financial Management Improvement Act of 1996 (FFMIA)

Legal Requirements 
(cont.)

Each agency must implement financial management systems that 
comply substantially with federal financial management systems 
requirements, applicable federal accounting standards, and the United 
States Standard General Ledger (USSGL) at the transaction level.

FFMIA:  http://www.ignet.gov/pande/faec/gaoffmia.pdf
FMFIA:  http://www.whitehouse.gov/omb/financial/print/fmfia1982.html

Federal Managers’ Financial Integrity Act (FMFIA)

Systems of internal accounting and administrative control of each 
executive agency must be established in accordance with the standards 
prescribed by the Comptroller General.

The FFMIA is designed to increase the accountability of managers of federal 
resources.  It requires all federal agencies to comply with federal accounting 
standards and reporting objectives in their financial management systems in 
order to support full disclosure of federal financial data, including the costs of 
federal programs and activities.  It stipulates that each agency must implement 
financial management systems that comply substantially with federal financial 
management systems requirements, applicable federal accounting standards, 
and the USSGL at the transaction level.

In addition to the FFMIA, the FMFIA stipulates that the systems of internal 
accounting and administrative control of each executive agency must be 
established in accordance with the standards prescribed by the Comptroller 
General.  The Office of Management and Budget (OMB) has established 
guidelines in OMB Circular A-123, Management’s Responsibility for Internal 
Control, which was recently revised to strengthen the assessment of internal 
controls over financial reporting.  We will discuss the reporting requirements 
under the FMFIA in our discussion of this OMB guidance later in this lesson.

Notice that your slide includes Web references for your use in obtaining further 
information on this subject.  In addition, a consolidated list o f web references is 
included at the end of each lesson.

Let’s examine more legislation.
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The Inspector General Act 
requires an explanation for 
all audit reports with 
recommendations open for 
more than one year.

Inspector General Act:  http://uscode.house.gov/uscode-cgi/fastweb.exe

Legal Requirements 
(cont.)

In addition to the identification of weaknesses required by the full reporting 
provisions of the FFMIA, and the internal evaluation of internal controls required 
by the FMFIA, the amended Inspector General Act requires an explanation for 
all audit reports with recommendations open for more than one year.  

Currently there are 11 material weaknesses reported in the DoD FY 2004 PAR.  
These weaknesses concern such matters as financial management systems, 
intra-governmental eliminations, accounting entries, Fund Balance with
Treasury, environmental liabilities, General Property, Plant, and Equipment 
(PP&E), Government Property and Material in the Possession of Contractors, 
inventory, OM&S, presentation of the Statement of Net Cost, and reconciliation 
of the Statement of Financing.

Let’s look at one of these identified weaknesses as reported in the PAR. 
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Systemic Weakness

Title Description of Issue Progress to Date 

Department of 
Defense (DoD) 
Financial 
Management 
Systems and 
Processes 

The DoD financial and 
business management 
systems and processes 
are costly to maintain 
and operate, not fully 
integrated, and do not 
provide information that 
is reliable, timely, and 
accurate. 

Completed Milestones: 
 
• Created a portfolio management 

approach to review information 
technology investments. 

• Incorporated the Enterprise 
Business Process Model into the 
Business Enterprise Architecture 
release 2.1. 

• Established integrated goals, 
objectives, measures, and 
targets. 

• Initiated a single Department-wide 
information technology registry to 
track all business systems. 

 

 

Legal Requirements 
(cont.)

The DoD reports two types of weaknesses:  material weaknesses, which 
usually affect only one DoD component, and systemic weaknesses, which are 
more pervasive problems that usually affect more than one DoD component or 
cross organizational lines.

This is an example of one systemic weakness reported in the DoD FY 2004 
PAR.

The problem is that the DoD financial and business management systems and 
processes are costly to maintain and operate, are not fully integrated, and do 
not provide information that is reliable, timely, and accurate. To help resolve it, 
the Department has taken some aggressive steps, but has many actions left to 
complete.
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Systemic Weakness (cont.)

Title Description of Issue Progress to Date (cont.) 
Department of 
Defense (DoD) 
Financial 
Management 
Systems and 
Processes 

The DoD financial and 
business management 
systems and processes 
are costly to maintain 
and operate, not fully 
integrated, and do not 
provide information that 
is reliable, timely, and 
accurate. 

Planned Milestones for FY 2005: 
. 
• Complete the Business Enterprise 

Architecture (BEA) Increment #1, 
which includes business 
processes in support of an 
unqualified audit opinion. 

• Perform targeted portfolio 
management reviews as part of 
the FY 2005 through FY 2006 
planning, programming, and 
budgeting process. 

 

 

Legal Requirements 
(cont.)

In FY 2004, the Department took numerous steps to improve the Department-
wide training, awareness, communication, and emphasis for full disclosure and 
prompt resolution of weaknesses.  Beginning at mid-year in FY 2004, the 
Department began using an automated system to track and update the 
progress of corrective actions for reported weaknesses.  Quarterly tracking has 
increased leadership’s awareness of the importance the Department places on 
prompt resolution of reported weaknesses.  A Management Control Program 
scorecard was also implemented to score the critical elements ofStatement of 
Accountability (SOA) reporting:  timeliness, format, program execution, training, 
and material weakness reporting.    

This slide shows the planned milestones for FY 2005 corrective actions.

The DoD strongly encourages forthright reporting of material weaknesses in 
internal controls for all programs and operations important to the Department’s 
mission.

Now let’s discuss the provisions of the CFOA of 1990.
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CFO
Act

Agency
Financial

Statements
Financial

Management
Status
Report

CFO
Comments

Appointment
of CFO

Audit
Report

CFO Act:  http://www.oirm.nih.gov/itmra/cfoact.html

Legal Requirements 
(cont.)

The CFOA provides for a single source of accountability within each designated 
executive agency for the reporting of that agency’s financial status.  Within the 
DoD, it requires the establishment of an agency chief financial officer (CFO) at 
the Department level.  Below the Department level, the services and agencies 
may have a chief financial executive (CFE) or other named financial manager to 
serve as their point of contact for financial reporting.  The CFO and select CFEs 
prepare and submit an annual report to the agency head and the Director of 
OMB.  That report includes the status of financial management, copies of the 
annual financial statements, the audit report, a summary of the reports on 
internal accounting and administrative control systems submitted to the 
President and Congress (under the FMFIA), and other information deemed 
appropriate.

The CFOA requires that each financial statement be audited in accordance with 
applicable Generally Accepted Government Auditing Standards (GAGAS).  
According to the 2004 DoD PAR, several of the Department’s subordinate 
agencies have received a favorable audit opinion on their financial statements.  
However, to date, the DoD-wide statements have received a disclaimer of 
opinion from the auditors.

Let’s consider some of the information reported on the financial statements.
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• Balance Sheet

• Statement of Net Cost

• Statement of Changes in Net Position

• Statement of Budgetary Resources

• Statement of Financing

• Statement of Custodial Activity

• Notes to the financial statements

Financial 
Statements

Financial Statements:

You found that several pieces of legislation require the preparation of financial 
statements to meet the reporting objectives, comply with accounting standards, identify 
needed improvements, and account for the use of resources in the performance of the 
organizational mission.

The financial statements are a picture of the financial position of an entity as of a point 
in time.  Various entities within the Department prepare financial statements that are 
consolidated quarterly.  The DoD Consolidated Financial Statements as of the end of 
the fiscal year, September 30, are published in the annual PAR. The financial 
statements are preceded by Management Discussion and Analysis in which 
management provides an overview of the scope of their operations, provides a report 
on their internal controls and conformance to financial systems requirements, and 
discusses any issues that may be important to users of the financial statements.  They 
are followed by required supplementary stewardship information and other required 
supplementary information.  An extract of the financial statements contained in the 
2004 DoD PAR is provided in Appendix C.

During an audit, amounts shown on the financial statements are verified through an 
examination of sample data and other evidence to ensure the reliability of the reported 
information.  To better understand why an audit of the financial statements is important, 
let’s consider the uses of the financial statements and the information they provide.
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• Assets

• Liabilities

• Net Position

• Previous year 
comparison

• Refers to Notes

Financial 
Statements 

(cont.)

$    251,544.1
????????

$    458,609.6
1,534.9
??????

205,544.6
446,308.9

??????
$ 1,141,309.3

$    10,538.7
27,863.8

1,429,565.5
??????

$ 1,559,638.5

$    218,869.5
(637,198.7)

$ (418,329.2)
$ 1,141,309.3

$    287,685.5
????????

$    522,798.8
2,178.1

?????
213,219.4
440,898.6

??????
$ 1,208,486.2

$    13,207.1
28,309.0

1,569,704.7
??????

$ 1,710,113.6

$   243,813.9
(745,441.3)

$ (501,627.4)
$ 1,208,486.2

ASSETS (Note 2)
Intra-governmental:

Fund Balance with Treasury (Note 3)
???????

Total Intra-governmental Assets
Cash and Other Monetary Assets (Note 7)
Receivables???????
Inventory and Related Property (Note 9)
General Property, Plant and Equipment (Note 10)
?????

TOTAL ASSETS
LIABILITIES (Note 11)

Intra-governmental:
Accounts Payable (Note 12)
Mil Retirement/Emp-Related Actuarial (Note 17)
??????

TOTAL LIABILITIES
NET POSITION

Unexpended Appropriations (Note 18
Cumulative Results of Operations

TOTAL NET POSITION
TOTAL LIABILITIES AND NET POSITION

2003
Consolidated
Restated

2004
Consolidated

Department of Defense Agency Wide 
Consolidated Balance Sheet
As of September 30, 2004 and 2003 ($ in Millions)

The Balance Sheet lists the assets, liabilities, and net position of the entity.  Assets represent 
the value of items owned by an organization.  These items of ownership are the resources the 
organization needs to accomplish it’s mission.  Think about them with respect to the ownership 
of your home or car.  Your assets are used to accomplish your family’s mission.

Liabilities represent the amount an organization owes to its creditors.  These items are the 
creditors’ claims against the assets of the organization.  You can draw parallels to your 
ownership of your home or car.  Do you own them outright or do you have a loan where a 
creditor has a claim?

The Net Position represents the worth of the owners investment in an organization.  These are 
the owner’s claim against the assets of the organization.  You can once again draw parallels to 
your ownership of your home or car.  How much did you pay as a down payment?  Has the 
property appreciated or depreciated in value due to improvements or increases in market value?

Management uses a Balance Sheet to compare the activity of their organization as represented 
by the amounts shown as assets, liabilities, and net position from one period to the next.  They 
are interested in changes in amounts attributable to changes in known activity.  Any changes to 
amounts that are not explained by changes in known activity are areas of concern for 
management as they may be a result of recording or reporting errors, fraud, or mismanagement.

Amounts shown on the Balance Sheet are comprised of several account balances or are the 
amounts transferred from related financial statements.  Let’s illustrate this by examining the 
asset Inventory and Related Property as detailed in Note 9, and the Cumulative Results of 
Operations, as shown on the Consolidated Statement of Changes in Net Position. 
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• Provide account 
detail

• Describe accounting 
methods

• Describe guidance 
that pertains to 
reported amounts

Generally, there are no restrictions on the use, sale, or disposition of inventory except in the following situations:
• Distributions without reimbursement are made when authorized by DoD directives.
• War reserve material includes fuels and subsistence items that are considered restricted.
• Inventory, with the exception of safety stocks, may be sold to foreign, state…

$    64,365.4
139,351.2

1,828.0

$ 205,544.6

$    68,207.9
143,489.7       

1,521.8
$ 213,219.4

1.  Inventory, Net
2.  Operating Materials & Supplies, Net
3.  Stockpile Materials, Net

4.  Total

20032004

Note 9.  Inventory and Related Property

As of September 30, ($ in Millions)

$    64,365.4
139,351.2

1,828.0

$ 205,544.6

$    68,207.9
143,489.7       

1,521.8
$ 213,219.4

1.  Inventory, Net
2.  Operating Materials & Supplies, Net
3.  Stockpile Materials, Net

4.  Total

20032004

Note 9.  Inventory and Related Property

As of September 30, ($ in Millions)

$42,216.0
20,206.3

0.0
9.8

1,933.3
$64,365.4

$42,374.5
24,657.9

0.0
21.3

1,154.2
$68,207.9

$(33,557.2)
(5,369.7)

(5,368.1)
0.0

0.0
$(44,295.0

$  75,931.7
30,027.6

5,368.1
21.3

1,154.2
$ 112,502.9

1.  Inventory
A.  Available and

Purchased for

Resale
B.  Held for Repair
C.  Excess,

Obsolete, and
Unserviceable

D.  Raw Materials

E.  Work in Process
F.  Total

2003
Inventory,

Net
Inventory,

Net

2004
Revaluation
Allowance

Inventory, 
Gross Value

Inventory, Net
As of September 30
($ in Millions)

$42,216.0
20,206.3

0.0
9.8

1,933.3
$64,365.4

$42,374.5
24,657.9

0.0
21.3

1,154.2
$68,207.9

$(33,557.2)
(5,369.7)

(5,368.1)
0.0

0.0
$(44,295.0

$  75,931.7
30,027.6

5,368.1
21.3

1,154.2
$ 112,502.9

1.  Inventory
A.  Available and

Purchased for

Resale
B.  Held for Repair
C.  Excess,

Obsolete, and
Unserviceable

D.  Raw Materials

E.  Work in Process
F.  Total

2003
Inventory,

Net
Inventory,

Net

2004
Revaluation
Allowance

Inventory, 
Gross Value

Inventory, Net
As of September 30
($ in Millions)

LAC,MAC
LAC,MAC

NRV
MAC,SP,

LAC

AC

Valuation
Method

LAC,MAC
LAC,MAC

NRV
MAC,SP,

LAC

AC

Valuation
Method

Notes to the 
Financial 
Statements

Financial 
Statements 

(cont.)

Notes to the financial statements provide account detail for the amounts that are 
consolidated into the associated financial statement to which the note applies such as 
the balance sheet.  These notes also describe accounting methods if applicable and 
describe guidance that pertains to the reported amounts.

Notice that the total (Item 4) of the Inventory and Related Property for the fiscal year 
2004 is $213,219.4 million.  That amount is carried to the same titled line in the Assets 
section of the balance sheet.  Also notice that the Inventory of Related Property is 
made up of three accounts.  The first account, Inventory, Net is illustrated to show the 
method by which that amount was calculated and the method used to value the 
different categories of inventory.  The Total of Inventory, Net for the year 2004 in the 
amount of $68,207.9 million is carried from the calculated amount to the Inventory, Net 
(Line 1).

Management uses the notes to the financial statements to explain the account totals to 
users of the financial statements.  Using this example, you can determine that if you 
have an inventory balance of goods that are available and purchased for resale, the 
appropriate valuation method is either Latest Acquisition Cost (LAC) or Moving 
Average Cost (MAC).  You can also see the different categories of inventory and 
related property that you may be responsible for reporting.

Now let’s examine the Cumulative Results of Operations as shown on the 
Consolidated Statement of Changes in Net Position. 
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• Cumulative Results 
of Operations

• Adjustments

• Financing Sources

• Net Cost of 
Operations

• Total carried to the 
Balance Sheet

$    (946,947.7)
10,534.8

(936,412.9)
383,074.9        

(553,338.0)

0.0
0.0

??????

4.6
(6,702.1)

??????
$    428,429.9

512,290.6
$ (637,198.7)

$    (621,610.7)
(15,588.0)

(637,198.7)
699.5

(636,499.2)

0.0
0.0

??????

0.4
(2,848.6)

??????
$    496,422.8

605,364.9
$ (745,441.3)

CUMULATIVE RESULTS OF OPERATIONS
Beginning Balances
Prior period adjustments (+/-)
Beginning Balance, Restated
Prior Period Adjustments -Not Restated (+/-)
Beginning Balances, as adjusted
Budgetary Financing Sources:
Appropriations received
Appropriations transferred-in/out (+/-)
??????
Other Financing Sources:
Donations and forfeitures of property
Transfers -in/out without reimbursement (+/-)
??????
Total Financing Sources
Net Cost of Operations (+/-)
Ending Balances

2003
Consolidated

Restated

2004
Consolidated

Department of Defense Agency Wide 
Consolidated Statement of Changes in Net Position
For the periods ended September 30, 2004 and 2003 
($ in Millions)

Statement of Changes 
in Net Position

Financial 
Statements 

(cont.)

The purpose of the Statement of Changes in Net Position is to show the 
sources and application of funds during the year and the resulting change in net 
position.

Changes in net position, or ownership, are the result of the receipt of spending 
authority as represented by appropriations received or transferred, and through 
other sources of financing, and are the result of the cost of operations.  The 
resulting balance of $745,441.3 million is transferred to the Balance Sheet in 
the Net Position line titled Cumulative Results of Operations.

The Net Cost of Operations of $605,364.9 million was transferred from the 
Consolidated Statement of Net Cost, and the Combined Statement of Financing 
provided information included in the Other Financing Sources lines.  Let’s look 
at the Consolidated Statement of Net Cost.
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• Program Costs

• Net Cost of 
Operations

• Total carried to the 
Statement of 
Changes in Net 
Position

$   11,748.3
(11,239.0)

(1,490.7)
526,288.4
(12,207.1)

$ 513,781.3
512,290.6

0.0
0.0

$ 512,290.6

$    23,574.5
(15,429.0)

8,145.5
619,573.8

(22,354.4)
$  597,219.4

605,364.9
0.0
0.0

$ 605,364.9

PROGRAM COSTS
Intra-governmental Gross Costs
(Less: Intra-governmental Earned Revenue)
Intra-governmental Net Costs
Gross Costs With the Public
(Less: Earned Revenue From the Public)
Net Costs With the Public
Total Net Cost

Cost Not Assigned to Programs
(Less: Earned Revenue Not Attributable to Programs)
Net Cost of Operations

2003
Consolidated

2004
Consolidated

Department of Defense Agency Wide 
Consolidated Statement of Net Cost
For the periods ended September 30, 2004 and 
2003 ($ in Millions)

Statement of Net Cost

Financial 
Statements 

(cont.)

The Statement of Net Costs is designed to show the components of the net 
cost for the entity’s operations for the period.  Costs are separated by whether 
they are within the government or with the public.  It is important that the source 
of costs are identified to ensure that only one reporting entity reports each 
identified cost.  Intra-governmental eliminations are explained in Lesson 2 of 
this course.

The Net Cost of Operations is the total cost incurred by the organization less 
any earned revenue from its activities.  The total cost of a program consists of 
the direct cost of the outputs produced by that program plus any indirect and 
administrative costs that can be assigned to the program.  The Net Cost of 
Operations was transferred to the Statement of Changes in Net Position.
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Statement of 
Budgetary 
Resources

$ 928,751.7$1,014,657.3

Budgetary Financing Accounts Budgetary Resources
Budget Authority…
Un-obligated balance:
Spending Authority…

Earned:
Collected
Receivable..

Change in unfilled customer orders
Advance received
Without advance…

Anticipated for the rest of the year, without advances
Recoveries
Temporary not available
Permanently not available

Total Budgetary Resources

2003
Combined

2004
Combined

Department of Defense Agency Wide 
Combined Statement of Budgetary Resources
For the periods ended September 30, 2004 and 2003
($ in Millions)

• Budget and 
Spending 
Authority and 
Restrictions 
on Funds

Financial 
Statements 

(cont.)

The Statement of Budgetary Resources illustrates the differences between 
Budget Authority and Spending Authority.  Budget Authority is comprised of 
appropriations received, borrowing authority, contract authority, and transfers.  
Spending authority is from offsetting collections.  

Earned authority, as a segment of spending authority, is either collected or 
receivable from federal sources.  Spending authority may also be in the form of 
a change in unfilled customer orders either with or without advances.

The Statement of Budgetary Resources also shows amounts that are not 
available either temporarily pursuant to public law, or permanently.

Now let’s discuss the Statement of Financing. 
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• Resources 
Used to 
Finance 
Activities

$ 362,794.1$ 397,698.4

Resources Used to Finance Activities
Budgetary Resources Obligated…
Other Resources…
Total resources used to finance activities

Resources Used to Finance Items not Part of the Net 
Cost of Operations…
Total resources used to finance the net cost of 
operations

2003
Combined

2004
Combined

Department of Defense Agency Wide 
Combined Statement of Financing
For the periods ended September 30, 2004 and 2003 
($ in Millions)

Statement of 
Financing

Financial 
Statements 

(cont.)

The Statement of Financing is used to explain the resources used to finance the 
activities of the Department.  It separates resources by those used to finance 
activities, and those used to finance items that are not part of the net cost of 
operations, with a resultant total of the resources used to finance the net cost of 
operations.

Let’s continue with the Statement of Custodial Activity.
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• Source and 
Disposition of 
Collections on 
Behalf of Others

$  9,971.6
808.9
?????

$ 10,781.2

$ 10,118.8
530.8
?????

$ 10,781.2
0.0

$ 11,237.5
118.3
?????

$ 11,356.7

$ 9,998.8
283.1
?????

$ 11,356.7
0.0

Source of Collections:
Deposits by Foreign Governments
Seized Iraqi Cash
Other Collections..
Total Custodial Collections

Disposition of Collections
Disbursed on Behalf of Foreign Governments and 

International Organizations
Seized Assets Disbursed on Behalf of Iraqi People
Collections Used for Refunds and Other Payments
Retained by The Reporting Entity
Seized Assets Retained…
Total Disposition of Collections

Net Custodial Collection Activity

2003
Combined

2004
Combined

Department of Defense Agency Wide 
Combined Statement of Custodial Activity
For the periods ended September 30, 2004 and 2003 
($ in Millions)

Statement of 
Custodial Activity

Financial 
Statements 

(cont.)

The Statement of Custodial Activity reports on the sources and disposition of 
collections on behalf of others.  Notice that the Total Custodial Collections 
should equal the Total Disposition of Collections with a resultant balance in the 
Net Custodial Collection Activity of $0.0.

Now that you are familiar with the financial statements, let’s discuss the 
regulatory requirements for their preparation, and for the audit of the financial 
statements and supporting systems and controls.
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• OMB Guidance

• Treasury Financial Manual (TFM)

• DoD 7000.14-R, Financial Management Regulation 
(DoDFMR)

Compliance with 
Regulatory 

Requirements
Regulatory requirements for the application of 
accounting standards, reporting, internal control, and 
accountability:

Compliance with legal and regulatory requirements is one of the first items 
checked in an audit of an organization.  The requirement for the preparation 
and audit of the DoD financial statements and the results of operations are 
embedded within this guidance.

Let’s begin with a discussion of the OMB guidance.
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• OMB Bulletin 01-09, Form and Content of Agency 
Financial Statements

• OMB Bulletin 01-02, Audit Requirements for Federal 
Financial Statements

• OMB Circular A-123, Management Responsibility for 
Internal Control

• OMB Circular A-127, Financial Management Systems

Compliance 
(cont.)

OMB:  http://www.whitehouse.gov/omb

Office of Management and Budget (OMB) Guidance

OMB Bulletin 01-09, Form and Content of Agency Financial Statements, provides guidance for 
preparing agency financial statements and is intended to move federal agencies toward 
producing timely, reliable financial information to measure and affect performance in a real-time 
environment.  It accelerates reporting due dates and requires interim financial reporting, 
comparative reporting, budget integration, and integrated reporting.  Integrated reporting 
involves both performance and accountability reports.  In addition, this bulletin addresses 
financial statement format.  This involves improvements to labeling and formatting of line items 
to facilitate an understanding of the flow of information between statements.

OMB Bulletin 01-02, Audit Requirements for Federal Financial Statements, establishes 
minimum requirements for the audit of federal financial statements.  It assigns responsibility for 
audits of financial statements to the Inspector General of the executive department or agency.  It 
discusses communication between agency management, including the CFO, and the Inspector 
General, and it discusses the scope of the audit and resultant reports, management schedules 
and letters, agreed-upon procedures, and Inspector General oversight.

OMB Circular A-123, Management’s Responsibility for Internal Control, requires agencies and 
individual federal managers to take systematic and proactive measures to develop and 
implement appropriate, cost-effective management controls; assess the adequacy of internal 
control in federal programs and operations; separately assess and document internal control 
over financial reporting consistent with the process; identify needed improvements; take 
corresponding corrective action; and report annually on internal control through management 
assurance statements.

OMB Circular A-127, Financial Management Systems prescribes policies and standards for 
executive departments and agencies to follow in developing, operating, evaluating, and 
reporting on financial management systems. 

Now let’s discuss the provisions of Volume 1 of the TFM.
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Treasury Financial Manual (TFM)

Compliance 
(cont.)

• Six volumes

• Volume 1, Part 2, Central 
Accounting and Reporting, 
contains requirements for the 
form, content, and submission 
of financial data

The Department of the Treasury’s official publication for 
financial accounting and reporting of all receipts and 
disbursements of the federal government

TFM:  http://www.fms.treas.gov/tfm

The TFM is the Department of the Treasury’s official publication for financial 
accounting and reporting of all receipts and disbursements of the federal 
government.  It is divided into six volumes.  Volume 1 of the TFM applies to all 
federal agencies and contains instructions in the areas of central accounting 
and reporting, payrolls, deductions and withholdings, disbursing , deposit 
regulations, and other fiscal matters.  It is organized in six parts:   Part 1, 
Introduction; Part 2, Central Accounting and Reporting; Part 3, Payrolls, 
Deductions, and Withholdings; Part 4, Disbursing; Part 5, Deposit Regulations; 
and Part 6, Other Fiscal Matters.

We are particularly interested in Part 2, Central Accounting and Reporting.  This 
part contains requirements for the form, content, and submission of financial 
data required by the Financial Management Service (FMS) to fulfill its central 
accounting and reporting obligations for the financial operations of the federal 
government.

Now let’s examine the requirements of the DoDFMR and how they affect 
financial statement reporting.
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• 15 volumes

• Volume 6, Reporting Policy and Procedures

• Volume 6a provides detailed guidance on required 
report forms and formats

• Volume 6b describes the format, responsibility, and 
standards of defense agency financial statements, 
and the various DoD reporting entities

• Quarterly updates are available and should be 
consulted

Compliance 
(cont.)

DoD Financial Management Regulation (DoDFMR)

Provides procedural guidance to be used in day-to-day 
operations in order to comply with reporting rules.

DoDFMR:  http://www.dod.mil/comptroller/fmr/

The DoD 7000.14-R, Financial Management Regulation, or DoDFMR, provides policy, 
regulation, and procedural guidance to be used in day-to-day operations in order to comply with 
reporting rules.  It consists of 15 volumes on numerous subjects within the area of responsibility 
of the Comptroller of DoD.  In discussing the requirement for reporting, we are particularly 
interested in Volume 6, Reporting Policy and Procedures.  This volume is divided into two parts.  
The first part is Volume 6a, Reporting Policy and Procedures, and the second part is Volume 6b, 
Form and Content of the DoD Audited Financial Statements.

Volume 6a provides detailed guidance on required report forms and formats. Volume 6b 
describes the format, responsibility, and standards of defense agency financial statements, and 
the various DoD reporting entities.  This volume also discusses performance measures, 
financial statement analysis, and special reports.

Volume 6b, Form and Content of the DoD Audited Financial Statements, begins by stating the 
requirement for audited financial statements of the DoD, and for separate audited financial 
statements for several individual reporting entities.  It describes the content of the five major 
sections of the audited financial statements and the order of their presentation.  It then provides 
instructions for each of the financial statements, including the responsibilities for their 
preparation.  It defines the line items on the financial statements, and provides format, content, 
and instruction for the preparation and presentation of worksheets in support of eliminations.  
Key components of financial statements are discussed in the next lesson.

It is important to note that quarterly guidance that provides reporting updates for financial 
statements should also be consulted and that reports in the Defense Department Reporting 
System (DDRS) are often updated quicker than the DoDFMR.  Now that we’ve discussed the 
legal and regulatory requirements that lead to the audit of the DoD financial statements and 
results of operations, let’s discuss the audit agencies.
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Government Accountability Office (GAO)

• Evaluates policies and programs
• Publishes Government Auditing Standards (Yellow Book) and the 

GAO/PCIE Financial Audit Manual (FAM)

Department of Defense Inspector General (DoDIG)

• Internal audit agency of the DoD
• Responsible for financial statement audits of all DoD entities

Other audit agencies

• Army Audit Agency
• Air Force Audit Agency
• Naval Audit Service
• Entity Inspector Generals

Federal Government 
Auditing Entities 

There are several federal government auditing entities.  The DoD community is 
primarily concerned with the U.S. Government Accountability Office (GAO), the 
DoDIG, and the services’ audit agencies.  

The GAO is an independent, nonpartisan agency that works for Congress.  
GAO is often called the “congressional watchdog” because it investigates how 
the federal government spends taxpayer dollars.  GAO supports congressional 
oversight by evaluating how well government policies and programs are 
working; auditing agency operations to determine whether federal funds are 
being spent efficiently, effectively, and appropriately; investigating allegations of 
illegal and improper activities; and issuing legal decisions and opinions.

In preparing for an audit, the Government Auditing Standards (Ye llow Book) 
and the GAO/PCIE FAM are valuable references.  These references are 
covered in Lesson 2 of this course.

Now let’s look at the role of the DoDIG.
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Auditing Entities 
(cont.)

Typical DoDIG Audit Customers

Army O&M
Army WCF
Navy O&M
Navy WCF
Marine Corps O&M
Air Force O&M
Air Force WCF
Corps of Engineers – Army
Defense Contract 
Management Activity

Defense Commissary Agency
Defense Contract Audit Agency
Defense Health Program – Air 
Force
Defense Health Program – Army
Defense Logistics Agency (DLA)

And several others

The DoDIG is the internal audit agency of the DoD and is responsible for 
financial statement audits of all DoD entities.  The DoDIG is the principal 
adviser to the Secretary of Defense for matters relating to the prevention of 
fraud, waste, and abuse in the programs and operations of the Department.  In 
carrying out all of the other statutory duties, the DoDIG is obligated by law to 
give particular regard to the activities of the internal audit, inspection, and 
investigative units of the military departments with a view towards avoiding 
duplication and ensuring effective coordination and cooperation.

Taking into consideration the cost of audits avoiding duplication is a major 
concern.  Let’s look at some of the services provided by other audit agencies.
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• Army Audit Agency

• Air Force Audit Agency

• Naval Audit Service

• Entity Inspector Generals

Auditing Entities 
(cont.)

Other Audit Agencies:

Other audit agencies include the Army Audit Agency, the Air Force Audit Agency, and the Naval Audit 
Service.  Entities within the Department are also represented by their internal Inspector Generals.  They 
are responsible for various types of audits and services in support of their service organizations and 
affiliates, other than financial statement audits.

The Army Audit Agency is headquartered in Alexandria, VA, and has 23 field offices, 20 in the Continental 
United States and 3 overseas (Republic of Korea, Hawaii, and Europe).  This agency performs Acquisition 
and Logistics Audits, Forces and Financial Audits, and Policy and Operations Management.  Among their 
notable products are Benford’s Law Excel Macros that help detect irregularities in statistical, numerical 
data; a statistical sampling program; and a financial analysis program that performs various financial 
analyses.

The Air Force Audit Agency’s centrally directed audits provide Air Force-wide evaluations that primarily 
serve Headquarters Air Force and major commands, and are perform ed by either the Financial and 
Support Audits Directorate or Materiel and Systems Audits Directorate.  Their installation-level audits 
address base-level issues at a single location.  The Air Force Audit Agency’s Commander's Audit Program 
addresses a specific area of concern and provides limited distribution of the audit results unless the report 
discloses fraud or violations of public law.  This agency also provides training on how to establish and 
maintain an effective internal control structure, including preventive and detective controls.

The Naval Audit Service is responsible for internal audit of the Department of the Navy.  The Naval Audit 
Service provides independent, professional internal audit services that assist Naval leadership in 
improving efficiency, accountability, and program effectiveness. It accomplishes this by performing 
internal audits of Department of the Navy organizations, programs, activities, systems, functions, and 
funds. These audits are to evaluate whether the Department of the Navy information is reliable; resources 
have been safeguarded; funds have been expended consistent with laws, regulations, and policies; 
resources have been managed economically and efficiently; and desired program performance has been 
achieved.  The Central Office of the Naval Audit Service is in the Washington Navy Yard, Washington, 
D.C. The Audit Service has area offices in Virginia Beach, VA, and San Diego, CA.

Each of these agencies is required to comply with applicable guidance in the performance of, and 
resulting reporting on, audits of government entities.  Let’s examine this guidance.
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Applicable Guidance

Generally Accepted Accounting Principles (GAAP) -
Accounting rules used to prepare financial statements for publicly traded companies 
and many private companies in the United States.  The four basic principles are:

• Historical cost principlerequires companies to 
account and report based on acquisition costs rather 
than fair market value for most assets and liabilities.

• Revenue recognition principlerequires revenue to be 
recorded when it is realized or realizable and earned, 
not when cash is received. (accrual-basis accounting)

• Matching principle requires that expenses be matched 
with revenues as long as it is reasonable doing so.

• Full disclosure principlerequires that amounts and 
kinds of information disclosed should be decided 
based on trade-off analysis as a larger amount of 
information costs more to prepare and use.

FASB GAAP:  http://www.fasb.org

The mission of the Financial Accounting Standards Board (FASAB) is to establish and improve 
standards of financial accounting and reporting for the guidance and education of the public, 
including issuers, auditors, and users of financial information.  Generally Accepted Accounting 
Principles (GAAP) are the accounting rules used to prepare financial statements for publicly 
traded companies and many private companies in the United States.  GAAP are not written in 
law, although the Securities and Exchange Commission (SEC) requires that they be followed in 
financial reporting by publicly traded companies.

The American Institute of Certified Public Accountants (AICPA) Code of Professional Conduct 
prohibits members from expressing an opinion or stating affirmatively that financial statements 
or other financial data “present fairly…in conformity with GAAP,” if such information contains 
any departures from accounting principles promulgated by a body designated by the AICPA 
Council to establish such principles.  GAAP has four basic principles:

• The historical cost principle requires companies to account and report based on acquisition 
costs rather than fair market value for most assets and liabilities.
• The revenue recognition principle requires revenue to be recorded when it is realized or 
realizable and earned, not when cash is received.  This way of accounting is called accrual-
basis accounting.
• The matching principle requires that expenses be matched with revenues as long as it is 
reasonable doing so.
• The full disclosure principle requires that amounts and kinds of information disclosed should 
be decided based on trade-off analysis as a larger amount of information costs more to prepare 
and use.  Information disclosed should be enough to make judgments while keeping costs 
reasonable.

FASAB is the body that establishes accounting principles for federal entities.  Let’s discuss this 
entity next.
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Financial Accounting Standards Advisory Board (FASAB) 

Applicable Guidance 
(cont.) 

Mission is to promulgate federal accounting standards based on 
the needs of users of federal financial information.  The four 
FASAB Statements of Federal Financial Accounting Concepts 
are:

• Objectives of Federal Financial Reporting

• Entity and Display

• Management’s Discussion and Analysis

• Intended Target Audience and Qualitative Characteristics for the
Consolidated Financial Report of the United States Government.

FASAB Standards and Concepts:  http://www.financenet.gov/fasab.htm

The mission of the FASAB is to promulgate federal accounting standards based 
on the needs of users of federal financial information.  Federal government 
entities must follow federal accounting and financial reporting standards in 
fulfilling the government’s duty to be publicly accountable.

There are four FASAB Statements of Federal Financial Accounting Concepts 
and 25 Statements of Federal Financial Accounting Standards issued by the 
FASAB.  Statements on concepts are more general than statements of 
standards and do not contain specific recommendations that are authoritative 
requirements for federal agencies and auditors.  The standards are intended to 
be definitive accounting and reporting guidance to federal agencies. 

The four concepts are:  Objectives of Federal Financial Reporting, Entity and 
Display, Management’s Discussion and Analysis, and Intended Target 
Audience and Qualitative Characteristics for the Consolidated Financial Report 
of the United States Government.

The Entity and Display concept is intended to provide guidance as to what 
would be encompassed by a federal government entity’s financial report.  It is 
useful to the OMB, when OMB specifies what entity should prepare financial 
statements and the form and content of those statements pursuant to authority 
assigned in the CFOA.
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FASAB Accounting Standards Hierarchy

Applicable Guidance 
(cont.) 

1. FASAB Statements and Interpretations, 
and AICPA and FASB Pronouncements 

made applicable to federal entities.

3.  FASAB approved AICPA Practice
Bulletins and FASAB Technical Releases

4.  FASAB Implementation Guides and
practices widely recognized in the federal government

2.  FASAB Technical Bulletins, FASAB
approved AICPA Industry Audit and

Accounting Guides, and Statements of Position

As stated earlier, FASAB promulgates accounting standards for U.S. 
government reporting entities.  This hierarchy lists the priority sequence of 
sources that an entity should look to for accounting and reporting guidance.

The first category of federal GAAP is FASAB Statements and Interpretations, 
and AICPA and FASAB pronouncements specifically made applicable to federal 
governmental entities by FASAB statements or interpretations.

The next category consists of FASAB Technical Bulletins and, if specifically 
made applicable to federal governmental entities by the AICPA and cleared by 
the FASAB, AICPA Industry Audit and Accounting Guides and AICPA 
Statements of Position.

The third category consists of AICPA Accounting Standards Executive 
Committee (AcSEC) Practice Bulletins specifically made applicable to federal 
governmental entities and cleared by the FASAB, as well as Technical 
Releases of the Accounting and Auditing Policy Committee of the FASAB.

Finally, the last category includes implementation guides published by the 
FASAB staff, as well as practices that are widely recognized and prevalent in 
the federal government.

Now that we’ve examined the accounting standards, let’s look at the hierarchy 
of the auditing standards.
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• GAAS include the general standards, standards of field 
work, and reporting standards.  GAAS is applicable to all 
audits.

• GAGAS contain standards for audits of government 
organizations, programs, activities, and functions as well as 
government assistance received by contractors, not-for-
profit organizations, and other nongovernmental 
organizations.

Applicable Guidance 
(cont.) 

Generally Accepted Auditing Standards (GAAS) and   
Generally Accepted Government Auditing Standards (GAGAS)

GAAS include the general standards, standards of field work, and reporting 
standards.  GAAS is applicable to all audits.

GAGAS contain standards for audits of government organizations, programs, 
activities, and functions as well as government assistance received by 
contractors, not-for-profit organizations, and other nongovernmental 
organizations.

For financial statement audits, GAGAS prescribes fieldwork and reporting 
standards beyond those required by GAAS.  The GAO Yellow Book, discussed 
in Lesson 2, incorporates both GAAS and GAGAS.

For every requirement at the highest level of authority in an organization, there 
is an agency-specific requirement that interprets, assigns responsibility, or
provides instruction to succeeding levels of the organization.  Let’s examine a 
few.
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Applicable Guidance 
(cont.) 

Example of Legislative and Regulatory Requirements  

FMFIA Legislation

GAO Standard

OMB Circular
DoD Directive

Service Regulation

SOPs or Manuals

Based on the requirement to implement internal control in government outlined in the FMFIA, the GAO 
issued standards for internal control in GAO/AIMD-00-21.3.1, Standards for Internal Control in the Federal 
Government.  Parallel to the GAO guidance, OMB issued Circular A-123, Management Accountability and 
Control.

Under the same guidance, and citing OMB Circular A-123 as well as GAO Standards for Internal Control 
in the Federal Government, the DoD issued DoD Directive 5010.38, Management Control Program.  In 
addition to this directive, specific guidance in the form of an OSD policy memorandum was issued 
concerning Internal Controls for the Purchase Card Program.  Such policy memorandums are used to 
focus attention on a particular issue, rule, or situation that m ay or may not be clearly stated in the 
directive.  A policy memorandum may add to the requirement, but may not take away from the 
requirement.

A regulation assigns responsibility, provides policy, and states requirements.  It provides an overview of 
the applicable subject and provides reference to the source of the requirements contained within the 
document.  Army Regulation (AR) 11-2, Management Control, is a typical example.  The regulation 
implements public law, OMB, and DoD guidance by prescribing policies and guidance for the Army 
management control process.  It applies to commanders and managers at all levels of the Army.  It 
contains management control provisions and provides evaluation criteria for use in evaluating 
management controls.  As an example of how this regulation is applied, AR 95-1, Flight Regulations, 
provides guidance on implementing internal management controls per AR 11-2 to the Army aviation 
community through the use of applicable aviation controls.

Standard Operating Procedures (SOPs) are specific, detailed instructions on a group of requirements that 
affect a particular operating environment.  Managers at the operating level incorporate the regulatory 
provisions within their SOPs.  They may also maintain authorizations or certifications that include 
signature authority, professional certification, legal authority, position of authority, rank, grade, or other 
established authority.

Manuals also provide instruction on tasks required by regulations.  They include, but are not limited to, 
training manuals, technical manuals, field manuals, supplements, circulars, or instructions.

Let’s summarize what we learned in this lesson.
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• Types, purpose, and value of audits

• Common auditing terms

• Legal and regulatory requirements

• Financial Statements

• Auditing entities

• Applicable guidance

Lesson Summary

In this lesson, you learned that financial statement audits report on whether or not an entity’s 
financial reports fairly reflect the true financial position of that entity as of a particular point in 
time.  You found that we audit because it’s the responsibility of the government to it’s citizens to 
ensure that trust, and because better and more reliable information means better decisions by 
the Department’s leadership at all levels.

In discussing common auditing terminology, you found that an unqualified opinion is the most 
preferred finding.  An unqualified opinion is without any material exception to a general 
statement of reliability of the items specified within the limits of the audit.  We then discussed 
legislation such as the Federal Financial Management Improvement Act, the Federal Managers’ 
Financial Integrity Act, Inspector General Act, the Chief Financial Officers Act.  We discussed 
the form and content of the Department financial statements and their usage.  We then 
discussed the regulatory requirements for their preparation, and for the audit of the financial 
statements and supporting systems and controls.

You learned that there are several federal government auditing entities, including the GAO, the 
DoDIG, and the other audit agencies.  You found that the FASAB, governs what constitutes 
accounting standards for U.S. government reporting entities, and that the first category is 
FASAB Statements and Interpretations, and AICPA and FASB pronouncements made 
applicable to federal entities.  In addition, you found that for every requirement at the highest 
level of authority in an organization, there is an agency-specific requirement that interprets, 
assigns responsibility, or provides instruction to succeeding levels of the organization. 

The following slides list references available for additional information.
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PAR:  http://www.defenselink.mil/comptroller/par/

FFMIA:  http://www.ignet.gov/pande/faec/gaoffmia.pdf

FMFIA:  http://www.whitehouse.gov/omb/financial/print/fmfia1982.html

Inspector General Act: 
http://uscode.house.gov/uscode-cgi/fastweb.exe

CFOA:  http://wwwoirm.nih.gov/itmra/cfoact.html

TFM:  http://fms.treas.gov/tfm

DoDFMR:  http://www.dod.mil/comptroller/fmr/

OMB Circular No.s A-123, and A-127:
http://www.whitehouse.gov/omb/circulars/

References
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OMB Bulletin No.s 01-09, and 01-02:  
http://www.whitehouse.gov/omb/bulletins/

GAO:  http://www.gao.gov

FASB GAAP:  http://www.fasb.org

DoDIG:  http://www.dodig.osd.mil

Army Audit Agency:  http://www.hqda.army.mil/aaaweb/

Air Force Audit Agency:  http://www.afaa.hq.af.mil/

Naval Audit Service:  http://www.hq.navy.mil/NavalAudit/

FASAB Standards and Concepts:  http://www.financenet.gov/fasab.htm

References 
(cont.)
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Questions
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Lesson 2: 
Auditable Data and 
Audit Methodology

Preparing 
for            
an        
Audit

In Lesson 2, we explore the federal government audit methodologyand the 
information that flows between the various systems, that ultimately affects the 
financial statements.
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Lesson Objectives

Upon successful completion of this lesson, you will be 
able to:

• identify the various feeder and accounting systems
that impact the financial statements

• describe how to document the flow of agency 
information into the financial statements

• define a federal government audit

• explain the government audit methodology 

• explain the importance of on-going communication.

This lesson explains how the various feeder systems affect the financial 
statements, how the data on these systems is linked, and how the data is linked 
to the financial statements.  We also discuss how to document that data which 
flows between agencies and ultimately to the financial statements.  We then 
define a federal government audit and the methodology used to initiate and 
conduct it, and the importance of on-going communications in the Department 
and with the auditors.
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Lesson Topics

This lesson contains the following topics:

• Feeder & Accounting Systems

• Effect of Intragovernmental Transactions

• Effect of Accuracy on Statements on Decision-making

• Sources of Input 

• Day-to-Day Operations/Information

• Financial Audit Manual (FAM) Checklist 

This lesson contains the following topics.  Feeder and Accounting Systems 
discusses the auditors role in testing the accuracy of the information flow 
between feeder and accounting systems.  We discuss intragovernmental 
transactions and the importance of making elimination entries.  Effect of 
Accuracy on Statements on Decision-making discusses the role that the audit 
process plays in ensuring the validity of financial information. Sources of Input 
looks at those items in your day-to-day activities that play an important role in 
the process of providing an auditable trail for testing the validity of financial 
statements.  Day-to-Day Operations/Information stresses the importance of 
doing the job right the first time so that rework is not necessary.  The FAM 
Checklist provides auditors with a road map to a successful audit.  
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• General Accountability Office

• Planning

• Internal Controls

• Testing

• Communications

In addition, this lesson contains the following topics:

Lesson Topics 
(cont.)

GAO publishes key guidance for auditing.  Three of the phases of the audit 
process are described relative to the auditors’ activities.  They are Planning, 
Internal Controls, and Testing. The final topic, Communications, looks at the 
importance of the interaction between auditor and auditable entity prior to, 
during, and after the audit.

Let’s begin with Feeder and Accounting Systems.
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Feeder & Accounting 
Systems

Feeder System Accounting System

Collect, 
Manage, 
Account, 
Process
Report

Automated

Manual

Contracting     
Real Property 
Logistics    
Personnel        
Travel         
Inventory Control
Transportation
Defense Property 
Accountability 
System (DPAS)

In this topic, you are exposed to how information flows from the feeder systems 
to the accounting system and then to the financial statements.  Let’s start out 
by first defining a feeder system.  A feeder system is a system that is used to 
collect, manage, account, and process information for a specific function.  The 
system may be a manual or automated process.  It may be a managerial 
system that supports a function such as contracting, real property, logistics, 
personnel, travel, inventory control, transportation, or Defense Property 
Accountability System (DPAS).  These systems produce financial information 
that is entered into the accounting system.  Some systems such as the 
Department of the Navy Real Property System are considered non feeder 
systems.  Non feeder systems such as these contribute data into reporting 
without becoming part of the accounting system.  Now let’s talk about 
accounting systems.  

All the services and DoD have their own automated general ledger accounting 
systems.  General ledger systems use the USSGL or the General Ledger 
Account Codes (GLAC) chart of accounts to summarize accounting 
transactions.  An auditor would be interested in all processes that you employ, 
manual or automated, that could affect the reliability of the information that is 
passed from the feeder system to the accounting system.  The auditor looks for 
problems that are the result of differences in automated systems and 
documentation.  

Let’s discuss the Office of Federal Financial Management (OFFM) so that we 
understand their role in financial management practices. 
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Feeder & Accounting     
Systems (cont.)

IA
TS

IA
TS

IAPS
IAPS

SBSS
SBSS

PB
AS

PB
AS

DC
PS

DC
PS

The mission of the OFFM is to promote and support financial management in 
the executive branch of the Federal Government.  The OFFM was created 
within the OMB by the CFOA of 1990.  OFFM, led by the OMB Controller under 
the direction of the Deputy Director for Management, is responsible for the 
financial management by enlisting the joint cooperation of governmental 
organizations such as the GAO, Department of the Treasury, Office of 
Personnel Management (OPM), and federal agencies.  OFFM responsibilities 
include implementing the financial management improvement priorities of the 
President, establishing government-wide financial management policies of 
executive agencies, and carrying out the financial management functions of the 
CFO Act.

OFFM provides a clearinghouse for sharing and disseminating information 
about good financial management techniques and practices.  The improvement 
of financial management practices is important to you, as it provides federal 
agencies with the tools to build financial systems that deliver complete, 
consistent, reliable, and timely information that is crucial to decision-making 
processes.  The issues that exist with feeder systems are that much of the data 
is not under adequate internal control and does not comply with the law.  
Therefore, the Department has embarked on an effort to bring its critical feeder 
systems into compliance with applicable federal requirements.

Now that we discussed the OFFM, let’s look at how intragovernmental 
transactions and elimination play such a large role in the accuracy of financial 
statements.
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Intragovernment.  Buy/sell examples:
• Interfund Purchases
• International Merchant Purchase Authorization Card (IMPAC) purchases 

from federal sources
• General Services Agency (GSA) supply card purchases
• GSA vehicle and space rental
• Transportation purchased from US Transportation Command 

(USTRANSCOM), including those billed directly from USTRANSCOM or
via PowerTrack

• Supplies/services provided under Military Interdepartmental Purchase 
Request (MIPR) accepted category I (reimbursable)

• Services provided under Inter/Intra-service Support Agreements
Transfer examples:
• Assets transferred between federal partners (with or without resources)
• Appropriation and Non-expenditure transfers

Effect of   
Intragovernmental 

Transactions        

Various entities within the Department prepare financial statements that are 
consolidated quarterly.  The consolidated financial statements include all the 
agencies and organizations of the DoD.  As a part of preparing the consolidated 
financial statements, a process called eliminations is performed.  Eliminations 
addresses those entries that create misstatements in financial statements as a 
result of the government doing business with the government.  We call these 
transactions intragovernmental.  These misstatements, if not eliminated, would 
have the effect of overstating assets, liabilities, revenues, and expenses.  



8

Version 1.0 Preparing for an Audit L2-8

Intragovernmental 
Transactions (cont.)

Army DLAPurchase Goods

DLA 
Ships Goods

The main thing to consider when dealing with intragovernmental transactions (IGTs) is 
that they have reciprocal categories.  Reciprocal categories are pairs of related USSGL 
accounts that must be used to reconcile and eliminate like IGT. Examples of reciprocal 
categories are:

• Revenues/Expenses (and Capitalized Assets) 
• Accounts Receivable/Accounts Payable
• Transfers In/Transfers Out

An example of an intragovernmental transaction is an Army purchase from the DLA.  
DLA has earned a right to a reimbursement and has an accounts receivable.  Army 
has goods but has not yet paid for them and therefore has an accounts payable.  In 
this case there is no distortion as there is a reciprocal accounts receivable and 
accounts payable.  If the Army were to pay for the goods eliminating the accounts 
payable and DLA has not yet recorded the payment to liquidate the accounts 
receivable, then the reciprocal accounts have not been balanced. The practice in the 
government in the past was to process an adjustment rather than find the reciprocal 
category causing misstatements.  If this practice has been followed to any material 
extent then it would affect the audit. 

Eliminations of IGTs are applied to sales from the government to itself.  When items
are bought and sold within the government they must not be recorded as a sale.  
These are merely a transfer of an asset and to consider them sales would only cause a 
overstatement of true sales.   
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Trading Partners are the buyers and sellers and are 
categorized at six levels.  The six levels are:

Level 1 – DoD to GSA

Level 2 – Between DoD reporting entities

Level 3 – Within department reporting entity

Level 4 – Between DoD agencies

Level 5 – Between entities of one agency

Level 6 – Within an entity

Intragovernmental 
Transactions (cont.)

Eliminations consider that a significant dollar volume of IGTs must be 
reconciled.  IGTs are transactions that occur between trading partners within 
the government.  Trading partners are the buyer and seller and are categorized 
by six levels.  Level 1 trading partners are Department reporting entities and 
other federal agencies such as the DoD to General Services Administration 
(GSA) or the DoD to the Department of Commerce.  Level 2 trading partners 
are between DoD reporting entities such as Army to Navy or other defense 
agencies to Air Force.  Level 3 trading partners are organizations within a 
department reporting entity.  Levels 4 through 6 are subdivisions of level 3.  
Level 4 trading partners are between DoD agencies.  Level 5 trading partners 
are between entities of one agency.  Level 6 trading partners are within an 
entity.  You will be concerned primarily with levels 1 through 3 .   

Trading partner transactions could affect line items on the consolidated financial 
statements.  The eliminations process reduces the dollar impact of trading 
partner transactions, so that the consolidated financial statements show the true 
condition of the reporting entity.  It is important that you know how to identify 
your agency’s trading partners so that eliminating entries can be reconciled.
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Intragovernmental 
Transactions (cont.)

Trading partners make Trading Partnership Agreements (TPA) to address the problem 
of eliminations.  A TPA is an agreement between trading partners to define what each 
expects to see on an actual transaction that is processed.  For uniformity and 
consistency, a standard TPA has been developed to ensure that minimum data is 
included.  The TPA can be expanded only with additional data as required by both 
parties and cannot be modified to delete standard data.  TPAs can be bilateral or 
unilateral.  The bilateral agreement is a two-way agreement.  The unilateral agreement 
is an agreement with conditions focused in one direction. 

The Interfund is a system used by trading partners to bill and collect for sales of 
Defense Working Capital Fund (DWCF) managed stock material supplied by different 
military departments, Defense Agencies, and the GSA.  The Interfund system 
encompasses automated billing and fund transfer processes designed to immediately 
replenish the seller’s cash reserve.  The requisitioner (buyer) initiates the Interfund 
billing process by submitting a Military Standard Requisitioning and Issue Procedure 
(MILSTRIP) formatted requisition (DD Form 1348) which identifies desired materials 
and the appropriation providing the funding.  The automated sellers billing and 
collections are generated by the financial system upon constructive issuance of 
MILSTRIP items.  The sellers bills are immediately reimbursed for items issued from 
stock citing the buyers appropriated funds.  

The two main causes for Interfund bill disconnects are capturing and matching the 
correct line of accounting, and the timeliness of reporting by both the buyer and seller 
organizations.  Prompt identification, reconciliation, and resolution of these problems 
are key to the Interfund process.  There has been considerable emphasis for better 
reconciliation of Interfund bills.   
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Within DoD Agencies and
Services (between bus.  areas)

Between DoD Agencies
And Services

Non-federal5 4

DoD Agencies Army Navy AF Fed Agencies

Army Navy AF

Fed AgenciesDoD

Government-Wide
Level

DoD-wide 
Level

Transactions with Non-federal
And Other Federal Agencies Only

Agency/Service
Level

Inter DoD and 
Levels above

Fund Level Intra DoD and
Levels above

1 Between DoD and 
other Fed agencies

Fed AgenciesDoD Agencies

Effects of Intragovernmental Transactions (IGT) on 
Federal Financial Statements

Transactions with
Non-federal Only

Between bus.
areas

Federal Report
Of the US

Gov’t (FRG)

6

Intragovernmental 
Transactions (cont.)

This chart shows you what happens to intragovernmental transactions when 
reports are consolidated at the various levels.  The legend at the bottom shows 
the various levels of transaction.  The chart shows you the eliminations that are 
taking place at each of the levels.  At the fund level, entries within DoD 
agencies and services leave the pyramid through the process of elimination as 
reporting continues to the agency service level.  At the agency service level, 
entries between DoD agencies and services are eliminated as reporting 
continues to the DoD-wide level.  At the DoD-wide level, entries between DoD 
and other federal agencies are eliminated as reporting progresses to the 
government-wide level.

Now that you can see how the reader of financial statements will have a clearer 
picture, let’s continue by discussing the effects that accuracy on the financial 
statement will have on decision-making.
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Effect of Accuracy on 
Statements on 
Decision-making

Is the error material?  Failure to address would results 
in misstatement.

Is this a systemic problem?  Problem goes beyond your 
organization alone.

Accurate financial statements are the result of sound accounting practices.  Remember what we 
mean by the term material.  Materiality is based on the concept that items of little importance, 
which do not affect the judgment or conduct of a reasonable user, do not require an auditor 
investigation.  In order for an item of concern to be material, it must be significant.  Failure to 
address the item would result in a misstatement that would result in an adverse decision.  The 
auditor will advise the client on materiality thresholds.  What is material to the auditor could 
change each year.  

The job of an auditor is to state an express independent opinion that the financial reports of an 
organization fairly reflect its financial position and operating results.  As part of that process, the 
auditor examines the supporting documents for financial reports and the processes that are 
used to collect the data.  The auditor may take samples of the information and run tests and 
checks to be certain that the information is correct.  In the course of the testing, the auditor may 
do a statistical sampling.  The error may be deemed material or immaterial.  If material, inaction 
may result in a potential risk of fraud and ultimate loss of funds.   

Systemic problems are the result of material weaknesses that affect internal control across 
organizational and program lines and usually affect multiple DoD components.  Because of the 
size of the problem, inaccuracies due to systemic problems must be dealt with at a higher 
managerial level so the deficiency can be corrected system wide.

Lets talk about the sources of input into an accounting system that will eventually result in 
financial statements. 
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Sources of Input

Manual Systems
- Spreadsheets
- Working Papers

Journal
Vouchers

CFOA
Financial

Statements and
Reporting

SGL

Feeder/Subsidiary 
Accounting Systems

DoD Standard Systems
- Program Budget

Accounting System
- Integrated Accounts

Payable System
- Integrated Automated

Travel System
- Defense Civilian

Personnel System

Non-financial Feeder Systems
- Budget Tracking Systems
- Base Level Supply Systems
- Engineering/Maintenance job

order cost  accounting
- Property, Plant, and Equipment 
- Inventory Systems

Primary Accounting Systems

-
USA - STANFINS/SOMARDS

-
USAF - GAFS
USN - STARS
USMC - SABRS

DD 1400

DD 1329

DD 1155

-
-

Sources of input into financial management systems are generally made 
through the various service-specific feeder systems.  In this diagram there are a 
number of subsidiary accounting systems and non financial feeder system that 
are a source of data for the primary accounting system or reporting.

Every day, a document representing a transaction passes over our desks.  That 
document is either a sole source of the input or a supporting document for the 
input.  Supporting document information may have to be compiled into a 
spreadsheet or other feeder system before it is entered into the accounting 
system.  As seen here, the feeder systems provide information into the 
consolidated agency financial statements.  

There are different types of source documents such as funding documents, 
work orders, purchase requests, receiving reports, and disbursement forms at 
various locations in the organization that provide more detail on the transaction.  
Entity personnel should be aware of their location in support ofaudits.   

Now that we have looked at our sources of input, let’s look at our day-to-day 
operations.
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Day-to-Day Operations/ 
Information

Clear lines of communications include:

• a clear understanding of the business process

• a clear understanding of the internal controls process

• a proper recording of transactions

• a list of locations and POCs for original supporting 
documents.

Proper daily documentation of recorded transactions 
equals clean audit trails when auditors visit.

In the course of day-to-day operations, it is important that you build lines of 
communications and maintain clean audit trails.  Clear audit trails are the 
supporting documents that prove the validity of transaction acti vity.  As part of 
establishing clear lines of communications, you must understand the internal 
controls that guide your organization.  It is important that youapply this 
knowledge with your own organization’s past experiences with auditing teams 
and draw from the experiences of other organizations similar to your own, so 
that you can develop a plan to anticipate future audits.  A plan to anticipate 
future audits results in an organization that is ready to meet the information 
need of the auditor with minimal assistance.   

Recording transactions and working with other POCs to be certain that you 
have a documented audit trail to substantiate transactions on a daily basis will 
make the transition into an audit successful.  Auditors will appreciate that you 
understand the documentation that they will need and have a plan in place to 
present this documentation.  

So that you better understand what the auditor may be looking for, let’s take a 
look at the FAM checklist.
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FAM Checklist

• Volume 1, Methodology, describes the audit process

• Volume 2, Tools, contains the Checklist for Federal 
Accounting, Reporting, and Disclosures.

The Government Accountability Office (GAO)/ 
President’s Council on Integrity and Efficiency (PCIE) 
Financial Audit Manual (FAM) includes:

The FAM is comprised of two volumes.  Volume 1 describes the audit process, 
and Volume 2 contains the Checklist for Federal Accounting, Reporting, and 
Disclosures.  In addition, it contains guidance for writing internal controls.  Let’s 
take a look at Volume 2 and discuss the Checklist for Federal Accounting, 
Reporting, and Disclosures.   
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• questions relating to the financial statements

• each question is referenced to a source

• questions are grouped by subject area

• 23 general items questions

• 355 Balance Sheet questions

FAM Checklist
(cont.)

FAM Volume 2, Checklist for Federal Accounting, 
Reporting, and Disclosures contains:

FAM:  http://www.gao.gov/special.pubs/01765G/

The checklist contains questions relating to the financial statements beginning with 
general items related to the statements, and then to each of the statements, notes, and 
supplementary information.  Each question is referenced to a source.  The sources 
cited are the Statements of Federal Financial Accounting Standards (SFFAS) and 
OMB Bulletin 01-09, Form and Content of Agency Financial Statements.  These 
questions should serve as the types of questions that you could expect during an 
interview with the auditor completing the audit.  

Questions are grouped by subject area.  For example, there are 23 general items 
questions related to the financial statements and 355 questions related to the Balance 
Sheet.  Since the financial statements are interrelated, some questions concerning line 
items in one financial statement may also pertain to line items in another statement.  

For example, the questions covering loans receivable on the Balance Sheet section 
may also deal with matters related to interest income and subsidiary expense 
appearing in the statements of financing and net cost sections. For this reason, 
questions on related line items appearing in more than one financial statement are 
covered only in the first financial statement section in which the line item appears.  
Auditors may ask other related questions concerning receivables such as the status of 
delinquent accounts and policies used by your organization to recover bad debts.  

Let’s examine a few sample questions.
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Section III, Balance Sheet, Assets-Accounts Receivable, 
Question 33:

Is a receivable recognized when a federal entity 
establishes a claim to cash or other assets against other 
entities based on legal provisions or when goods or 
services are provided?   (SFFAS 1, par. 41)

FAM Checklist
(cont.)

This question is extracted from the section of the checklist relating to the 
Balance Sheet.  The affected line on the Balance Sheet that is the focus of this 
question is Accounts Receivable.  Next, notice that the phrasing of the question 
is a restatement of an accounting rule that has to do with the timing of the 
recognition of an account receivable.  Each question may be answered by Yes, 
No, or N/A, and space is available at the side of each question for explanation 
or auditor comments.

How would the auditor determine how and when an organization recognizes an 
account receivable?

What specific procedures are in place in the organization to provide instruction 
on receivables? (DoDFMR, Training, Systems)

Based on original document dates, are specific procedures followed?

How many documents should be examined to verify that the organization (as a 
whole) is in compliance with this accounting rule?

Let’s look at Section V of the FAM checklist.  



18

Version 1.0 Preparing for an Audit L2-18

Section V, Statement of Changes in Net Position, 
Budgetary Financing Sources, Question 7:

Are unexpended appropriations reduced as 
appropriations are used?  (SFFAS 7, par. 71)

FAM Checklist
(cont.)

This section of the checklist relates to the Statement of Changes in Net 
Position.  The affected line on the statement that is the focus of this question is 
the Unexpended Appropriations line.  To understand how the auditor would 
determine whether unexpended appropriations are reduced as appropriations 
are used, think about what questions the auditor may be required to ask.  Let’s 
examine a few.

What specific procedures are in place in the organization to adjust the 
unexpended appropriations totals as the appropriations are used? (DoDFMR, 
automated systems, controls)

Based on original document dates, are specific procedures followed? (obligation 
and payment documents)

Are manual adjustments necessary to ensure that appropriations are reduced?  
If so, when are accounts adjusted?

What must be done to test each system to verify that the organization (as a 
whole) is in compliance with this accounting rule?

Now let’s look at the GAO and its guidance in audits.
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GAO

The GAO provides guidance on a variety of subjects:

• Government Auditing Standards (Yellow Book)

• Standards for Internal Control in the Federal  
Government (Green Book)

• Principles of Federal Appropriations Law (Red Book)

• Executive Guide:  Creating Value Through World-
Class Financial Management

• GAO/PCIE Financial Audit Manual

• Evaluation and Research Methodology (Grey Book)

The GAO provides guidance on a variety of subjects.  Of particular interest to 
the financial community are the references listed here.

They include the Government Auditing Standards, more commonly called the 
Yellow Book; Standards for Internal Control in the Federal Government (Green 
Book); Principles of Federal Appropriations Law (Red Book); Executive Guide: 
Creating Value Through World -Class Financial Management; GAO/PCIE FAM 
(one that is already familiar to us); and Evaluation and Research Methodology 
(Grey Book).

Of particular interest in preparing for an audit is the Government Auditing 
Standards (Yellow Book).  Let’s discuss this reference.
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Government Auditing Standards (Yellow Book):

• is often referred to as GAGAS

• contains standards for audits of the government

• pertain to auditors’ professional qualifications, audit 
quality, and audit reports.

GAO 
(cont.)

The Yellow Book contains standards for audits of government organizations, 
programs, activities, and functions.

These standards, often referred to as GAGAS, are followed by auditors and 
audit organizations when required by law, regulation, agreement, contract, or 
policy.

They pertain to auditors’ professional qualifications, the quality of audit effort, 
and the characteristics of professional and meaningful audit reports.

Let’s examine a few of these standards.
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Government Auditing Standards, Chapter 3,         
General Standards - Independence

“In all matters relating to the audit work, the audit 
organization and individual auditor, whether 
government or public, should be free both in fact and 
appearance from personal, external, and organizational 
impairments to independence.”

GAO 
(cont.)

In examining the independence standard, the Yellow Book explains that 
auditors and audit organizations have a responsibility to maintain 
independence, so that opinions, conclusions, judgments, and recommendations 
are impartial and viewed as impartial by knowledgeable third parties.

It goes on to explain that auditors should avoid situations that could lead 
reasonable third parties with knowledge of the relevant facts and circumstances 
to conclude that the auditors are not able to maintain independence and, thus, 
are not capable of exercising objective and impartial judgment on all issues 
associated with conducting and reporting on the audit.

Let’s look at the field work standard.
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Government Auditing Standards, Chapter 4, Field Work 
Standards for Financial Audits

GAO 
(cont.)

• AICPA field work standards

– work is adequately planned

– assistants are properly supervised

– understanding of internal controls is obtained

– sufficient evidential matter is obtained

• Additional GAGAS standards

Field work is the part of the audit that is conducted at the client’s place of business and for this 
reason standards for field work have been developed.  In examining Field Work Standards for 
Financial Audits, we notice that the AICPA standards are incorporated into the Yellow Book, 
followed by additional government auditing standards.  The three AICPA generally accepted 
standards of field work are that the work is to be adequately planned, and assistants, if any, are 
to be properly supervised; a sufficient understanding of internal controls is to be obtained to plan 
the audit and to determine the nature, timing, and extent of tests to be performed; and sufficient 
competent evidential matter is to be obtained through inspection, observation, inquiries, and 
confirmations to afford a reasonable basis for an opinion regarding the financial statements 
under audit.  

GAGAS prescribes additional standards that go beyond these requirements.  These standards 
relate to:

• auditor communications

• considering the results of previous audits and attestation engagements

• detecting misstatements as a result of contract provisions, grant agreements, or abuse

• violations developing elements of a finding for financial audits

• audit documentation.

Up to this point, we have looked at the auditable data.  Now let’s look at audit methodology by 
examining three of the four phases of auditing.  They are planning, internal control, and testing.  
Also, communications will be discussed.
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Planning

Federal government audit methodology consists of an 
entrance conference which includes:

• purpose, scope, and timing of audit information 
required by auditors, as well as a determination of key 
members of the staff

• physical facilities and equipment needed to complete 
audit

• unit point of contact assigned

• auditor contact minimizes disruptions

The planning phase of auditing allows the senior members of the audit team to 
determine what evidential matter is needed to achieve the objectives of the 
audit.  Upon notification of audit, you will schedule an entrance conference with 
the audit team.  The purpose of the entrance conference is to: 

• introduce the audit team

• describe the purpose, scope, objectives, timing of the audit, and information 
required by the auditors 

• identify agency personnel who need to interact with the auditors 

• arrange the physical facilities and equipment needed to facilitate the audit, 
gain information from key members of the staff regarding their  operation, and 
discuss any audit concerns, key issues, or areas of emphasis.  

A unit point of contact should be assigned to coordinate on requirements and 
preparation for the entrance conference and subsequent audit.  Auditor contact 
is scheduled to minimize disruption of departmental activities. Minutes of the 
meeting should be taken and made available to the auditors and appropriate 
agency personnel.
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Planning

Additionally, federal government audit methodology 
consists of:

• audit work to be done while planning audit activities

• tools used as part of the audit methodology

– Prepared by Client (PBC) list

– Process Analysis Documents (PADs).

– analysis and review of account balance changes

– determine materiality thresholds

Additional audit work that may be done while planning audit activities are:

• analysis and review of account balance changes to identify the direction of 
the audit

• determination of what materiality thresholds will be set in the audit testing.

Tools used as part of the audit methodology are:

• the Prepared by Client (PBC) list, which provides information requirements 
needed to complete the audit and appropriate due dates on when items are 
needed by the auditors  

• the PAD, which is used by auditors to identify system used by the client and 
where the auditor needs to probe to obtain the underlying accounting data to 
substantiate individual line items of a financial statements. 

The timeline for an audit depends on the depth of the review to be performed by 
the auditors.
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Planning 
(cont.)

Item  Requested Document   Contact and  
Phone Number 

Date 
Requested 

Date 
Needed 

Date 
Received 

  

General 

    

1. Current version of accounting policies and procedures manual with 
policies and procedures for Cash and Fund Balance with Treasury, 
Accounts Receivable, Inventory, Property and Equipment,  Advances, 
Accounts Payable, Accrued Liabilities, and Net Position  

     

2. Trial Balance (electronic)      

3. Access to General Ledger detail     

4. Crosswalk of accounts to Financial Statement line items      

5. Stateme nt of intra -departmental elimination entries for FYXXXX      

6. Management’s Discussion and Analysis/Overview      

7. Draft Financial Statements (electronic)       

8. Draft Footnotes to F/S (electronic)       

9. FY XX year-end SF-132s      

10. Detail Schedule of Undelivered Orders (electronic)       

11. Post-closing trial balances (electronic)       

12. Complete Chart of Accounts (if other than SGL)      

13. Schedule of summarized FACTS data       

14. Organizational chart(s) of all agency departments indicating key 
personnel and their responsibilities.  

     

15. Minutes of the audit committee for the period under audit.      

16. Annual Performance and Strategic Plans      

17. Any corrective action plans related to prior year DOD IG, GAO, Defense 
Contract Audit Agency, internal audit, or external audit report, if any 

     

 

Snapshot of Sample PBC List

At the time of the entrance conference, you may receive a PBC list.  The PBC 
list provides a checklist of requested documents broken down as general, 
compliance with laws and regulations, Fund Balance with Treasury, accounts 
receivables and revenues, inventories, property and equipment managers, 
procurement and non-payroll expenses, payroll expenses, net position, and 
information technology.  The PBC list serves as a resource for the audit team to 
determine who they can obtain information from.  It also provides a timeline and 
control sheet on the receipt of the information.  Additionally, as part of the 
entrance conference, the audit team may entertain suggestions from your 
management on areas to include in the audit.  

Let’s talk about PADs. 
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Planning 
(cont.)

PADs contain five sections:

• Definition

• Process Operation

• Computer Information Systems

• Process-level Risks & Controls

• Acronyms.

Computer Information Systems 
Example

https://eportal.dfas.mil/

The purpose of PADs is to identify the processes and controls used by your organization.  It 
documents how each key process operates and analyzes specific risks and internal controls that 
are a matter of policy and procedure to safeguard against risk. A typical PAD consists of a 
scope and limitation narrative, and five additional sections including:

• Definition
• Process Operation
• Computer Information Systems
• Process-level Risks and Controls
• Acronyms.  

The scope and limitation narrative describes the parameters of the analysis.  Section I, 
Definition, defines key words and the general processes.  Section II, Process Operation, is a 
more detailed documentation of the individual processes.  Section III, Computer Information 
Systems, gives a description of systems that are used in the process being analyzed and 
contains flowcharts of operational concepts, functionality, system architecture, system inputs, 
and outputs.  This slide shows an example.  Section IV, Process-level Risks & Controls, 
documents identified risks, the potential effect on financial statements, and controls that are in 
place to monitor and minimize the risks.  Section V, Acronyms, includes all acronyms used in 
the analysis.  

PADs are important to you when preparing for an audit, as they provide the auditor with a 
complete analysis of a process.  Auditors readily review the process and determine areas that 
require testing.  PADs show auditors that you understand the processes in your domain, 
understand their strengths and weaknesses, and have a plan to minimize risk.

Let’s move on to the Internal Control Phase.
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Internal Controls

Types of internal controls include:

• financial reporting

• compliance

• operations.

Your management has the responsibility of establishing and maintaining internal 
controls to provide reasonable assurances that your organization achieves its 
objectives.  During the Internal Control Phase, auditors examine the internal 
controls of your organization to determine if they are effective .  

As part of the examination, the auditor assesses risk control and determines the 
nature, timing, and extent of the tests.  The types of controls that an auditor 
tests are financial reporting, compliance, and operations controls.

Let’s talk about each of these types of internal controls.   
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Financial reporting internal controls:
• ensure that transactions are properly recorded, 

processed, and summarized

• safeguard assets against loss from unauthorized 
acquisition, use, or disposition.  

Internal Controls 
(cont.)

An example from the FAM checklist, Reporting 1003, 
Section I, presents the following items for auditor’s review:

• (11a)  Evaluate misstatements, including considering 
whether any misstatements are indicative of fraud.

• (11b)  Bring all misstatements to the attention of entity 
management.

The purpose of financial reporting internal controls is to ensure that transactions 
are properly recorded, processed, and summarized.  Auditors look to see that 
generally accepted accounting principles are applied to transactions.  These 
recordings are the basis of the information that is contained in financial 
statements.  Financial reporting internal controls safeguard assets against loss 
from unauthorized acquisition, use, or disposition.  An example of internal 
controls is the requirement for separation of duties.   

These items are directly related to financial reporting controls addressed by the 
FAM checklist.    

Now let’s look at compliance internal controls.
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Compliance internal controls ensure compliance with 
policies and procedures for managing and controlling 
appropriated funds.  

As an example, the FAM checklist, Reporting 1003, 
Section I, presents the following items for auditor’s 
review:

Internal Controls 
(cont.)

• (5d) identify relevant budget restriction

• (5k) access the FMFIA process.

Auditors reviewing compliance controls look to the laws such as the CFOA and 
the FFMIA with respect to budget authority, as well as other applicable laws and 
regulations that have a material effect on financial statements. Budget 
compliance controls are management’s policies and procedures for managing 
and controlling the use of appropriated funds received through budget authority.  
Budget compliance controls that govern budget authority are part of the internal 
controls covered in OMB audit guidance.

As an example, the FAM checklist, Reporting 1003, Section I, presents the 
following items for auditors review:

• (5d) Identify relevant budget restriction. 

• (5k) Access the FMFIA process. 

These items are directly related to compliance issues addressed by the FAM 
checklist.    

Let’s look at operations internal controls.
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Operations internal controls strive to maintain the 
effectiveness and efficiency of policies and procedures in 
place to carry out the organizational mission.

Internal control reviews include ensuring that data cannot 
be inappropriately manipulated.

Internal Controls 
(cont.)

An example from the FAM checklist, Reporting 1003, 
Section I, presents the following items for auditor’s 
review:

• (5l)  Consider operations controls to be tested

• (5m)  Understand performance measures controls.

Organizations need to have published policies and procedures, local guidance, 
and standard operating procedures that serve as a framework for management 
to carry out organizational objectives, such as planning, productivity, 
programming, quality control, economy, efficiency, and effectiveness.  The 
auditors’ review ensures that these controls provide reasonable certainty that 
the entity achieves its mission, and maintains quality standards in a effective 
and efficient manner. 

Systems administration and access and separation of duties controls are not 
only in the accounting operations but also in system security.  Internal control 
review also includes observation of the processes. 

These items are directly related to operations controls issues addressed by the 
FAM checklist.    

The next topic is testing.
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Testing

Testing is performed on a sample of the population.  How 
we take the sample is dependent on what is being tested.  
Six methods of sampling are:

• Random sampling for percentages of occurrences 

• Discovery sampling for exceptions

• Variable sampling for numerical measurements

• Judgment sampling for limited purposes

• Stop or go sampling for conclusions of attribute sample

• Stratified attribute sampling for dividing population into 
classes or strata

When testing, it may not be possible to look at the total volume of data available on the basis of time and expense.  
The total volume of data is called the population, or universe, and it is made up of individual units.  It is possible to 
draw an accurate conclusion by studying a small portion of the individual unit that is part of the population.  The portion 
of the individual unit of data that we have drawn from the large volume of data is called a sample.  The goal of an 
auditor is to make an inference about the entire population based on a sample.  This is referred to as inferential 
statistics.  

Methods of sampling are explained below.

• Random attribute sampling is a selection of data to represent the population through a random selection of items, 
without considering the transaction dollar amount or other special characteristics.  It uses percentages of occurrences.
• Discovery sampling is a form of attribute sampling that is designed to locate at least one exception if the rate of 
deviation in the population is at or above a specified rate.    
• Variable sampling is the sampling of numerical quantities.  It uses numerical measurements such as mean, median, 
mode and standard deviation.
• Judgment sampling applies to situations in which judgment is used in determining sample sizes or methods of 
selection in the place of statistical samples. To employ good judgment sampling, the user must understand the basic 
principles of statistical sampling so that in situations where s tatistical sampling is more appropriate it is employed 
instead.  It is important, however, to remember that you cannot make an inference to the population as a whole using 
judgment sampling.
• Stop or go sampling is an extension of attributes sampling.  It is used to reach a conclusion about the upper 
precision limit of an attribute sample and may allow objective to be attained with a smaller sample size than possible 
using classical attributes model.

A common variation on sampling methodology is stratified attribute sampling.  It is possible to divide a population into 
classes or strata that are more homogeneous than the population as a whole.  Estimates are made from stratified 
sample with greater precision than if the population was treated as an undifferentiated whole, as would be the case 
with random sampling.  A basic problem with stratified attribute sampling is that it requires that you have considerable 
knowledge of the population to delineate the strata.

Sample size is determined after a consideration of the auditor’s comfort level in the quality of the internal controls.  If 
the comfort level is good then a smaller sample size will be adequate.  If the auditor has discomfort in an internal 
control then a larger sample size is necessary.  Auditors use computer software to determine the sample size based 
on their comfort level.  Once the auditor has a sample, it can be determined if a deviation is significant enough to be 
material. 

Let’s look at three types of testing and relate them to attribute and variable sampling.
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• sampling control tests – test to see if entity has 
achieved the objective of the internal control

• compliance tests – test to see if entity is in compliance 
with laws and regulations 

• substantive tests – performed to obtain evidence of 
reasonable assurance.

Testing 
(cont.)

Which test we use is dependent on what we are testing 
for - internal controls, compliance with laws, or financial 
statements.

Types of testing include:

There are three types of testing that can be performed:  sampling control, compliance, and 
substantive tests.  Sampling control tests are performed on internal controls to see if the entity 
has achieved the objective of that internal control.  Compliance tests are performed to see if the 
entity is in compliance with laws and regulations.  Substantive testing is performed to obtain 
evidence that provides reasonable assurance.  Auditors plan a sampling control test by 
determining the objectives of the test (including what constitutes a deviation), the population 
(including sampling unit and frame), the method of selecting the sample, and the sample design 
and resulting sample size.  The plan that the auditor chooses must be documented in the work 
papers for the audit.  Sampling control tests use the random attribute sampling, as the data is to 
be non-numeric.

Compliance tests are based on three types of provisions:  transaction-based provisions, 
quantitative provisions, and procedural provisions.  A transaction-based provision tests 
compliance by looking at individual transactions.  A quantitative provision tests compliance by 
looking at information that falls within a definitive range.  The auditor may specify a minimum, 
maximum, or targeted amounts (restrictions) to accumulate or summarize information.  Using a 
procedural provision, auditors test by obtaining sufficient evidence to make a judgment on 
whether the entity performed the procedure and complied with the provisions.  Compliance tests 
use random attribute sampling, as they test for compliance to laws and are non-numeric.

While performing a substantive test, the auditor looks at indivi dual line items on a financial 
statement to determine if there may be a material misstatement of the information.  Substantive 
tests use variable sampling, as the testing is applied to the numbers on a financial statement.  
Now that you understand about sampling, you must now determine if the sample is a reflection 
of what is expected, or if it falls outside the range of what is acceptable.  The process that you 
use to determine this acceptability is statistics.  
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Statistics are numbers that carry information pertaining 
directly to samples and indirectly to population.

If sample is within range then it is immaterial and 
acceptable.

If sample is outside the range it is material and a cause 
for concern.

Testing 
(cont.)

Statistics are numbers that carry information pertaining directly to samples and 
indirectly to population.  This really speaks to the heart of what you have seen 
with respect to sampling.  The auditors want to determine if the sample of data 
statistically falls within an acceptable range that has been set.  In other words, if 
it is within the range then it is immaterial and acceptable; but if it is outside the 
range it may be material and a cause for concern.  Whether acceptable or 
unacceptable, the statistical measure that the auditors use speaks directly to 
the sample being tested, and indirectly to the population as the sample is 
assumed to be a characteristic of the population.

Now let’s look at some of the statistical measures.
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(cont.)
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You statistically measure central tendencies, variabilities, and relationships.  Central 
tendencies are the mean, the median, and the mode.  

The mean is the average you learned about in grade school.  On the chart, the mean 
divides the two equal sides of the bell shaped curve perfectly in half.

In contrast, the mode is the point where the greatest number of students scored.  As an 
example, let’s consider that from our statistical calculation we determine that from a 
classroom of 20 students, 15 scored 85%, two scored 100%, and three scored 75%.  
The mode would be 85%, as this is the grade that most students scored.

The median tells us the point at which a distribution is divided in half.   Line 1 on the 
chart shows a bell-shaped curve or a perfect distribution (both sides of the curve when 
divided in half are the same). In this case, the median is the same as the mean.  Line 2 
on the chart shows a curve that is not perfect.  As the median is the central point 
between the lower and upper half of the distribution and the distribution is not perfect, 
the median is not in the center.      

Why is this important to you?  As you saw before, you need to know that when 
something falls outside an acceptable range, the statistics show us where we are.  We 
can further use statistics to define what’s acceptable.  If outside that range, you may 
want to look for the reason why and solutions.

Let’s take a look at an example of a checklist used by auditors to audit Defense Military 
Pay Office (DMPO) travel pay. 
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Testing 
(cont.)

• Are statistical sampling methods used to review 
vouchers under $2,500?  Are all reviews documented 
and signed?  (Ref DFAS-IN 37-1 Appendix N)

• Is the sample number of vouchers reviewed justified 
by the error percentage rate?  (Ref DFAS-IN 37-1 
Appendix N) 

EXAMPLE PROCESS CONTROLS FOR
DMPO TRAVEL PAY

These are examples of questions from a Process Controls checklist for DMPO 
travel pay.  The DMPO performs statistical sampling on their processes 
throughout the year.  Based on the results of their sampling the auditor 
considers his comfort level on the DMPO sampling methods and the extent of 
his sampling.  

Let’s look at the first question; are statistical sampling methods used to review 
vouchers under $2,500?  This establishes a threshold for vouchers requiring 
statistical sampling.  The question that follows; is the sample number of 
vouchers reviewed justified by the error percentage rate?  This asks if the 
sample was large enough in consideration of the auditors expected error rate.  
The error rate is what the DMPO may consider an acceptable rate of errors.  
The sample may be taken to determine if errors are prevalent and if they fall 
outside of the expected range of error.        

Now let’s look at communications.  How can you improve your organization so 
that when the auditors appear, you can keep performing at your job and satisfy 
their thirst for information? 
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Communications

• Needed equipment is available.
• Quality review teams are in place to look at samples of 

auditable information.
• Proper supporting documentation exists (JV and 

corrections to JV).
• POC liaisons are established (continuity is important).
• Use PBC.

Best practices to improve auditor/client relationships 
include the following.

– Have most knowledgeable players involved.
– Documentation folders are organized.

Communication between you and the auditor is an ongoing process, and the proper management of the 
audit will only improve the relationship that you have with your auditors.  Let’s look at some of the best 
practices with respect to communication between you and the auditor. 

• You need to be certain that you have the proper equipment available for the auditors.  They need to 
have access to a fax machine and computers.  

• Have a quality review team look at samples of the auditable information as an auditor would to 
determine if there is something that needs to be addressed.  It is better to know the problem and have 
recently taken action to prevent reoccurrence than to be unaware of the problem and act surprised.  

• One of the first items that auditors look at are journal vouchers (JVs) and corrections to JVs, so let’s use 
this process to make a point.  Analyze the process that you currently use when you prepare and record 
JVs.  Don’t overstate or understate the process.  Ask yourself, why are they done?  Is there supporting 
documentation that is valid, justified, and tracks the process to provide a clean audit trail?  Will your 
answers to these questions be acceptable to auditors?  Have a clear understanding between yourself and 
the auditors of the proper supporting documents for items being examined.  You must have this 
knowledge the year prior to the audit so you’re collecting the information throughout the year.  If you know 
what the auditors are looking for, you can set up folders ahead of time and properly collect all items 
needed.  This reduces the time for the preparation of the audit and frees you to continue to handle work 
tasks while the audit is in progress. 

• Assign a POC liaison to keep continuity and awareness throughout the process.  Expectations between 
you and the auditors can be established at the time of the entrance interview in conjunction with a PBC list 
to comply with the time sensitivity of the distribution of information to the auditors, and those they need to 
communicate with.

• The PBC list includes items that the auditor needs, who will provide them, and a timeline that the auditor 
can expect the information.  You know who the players are in your organization, so have a PBC list 
prepared before the audit.  Manage who talks to auditors by getting the people who know the areas to be 
audited, to communicate with the auditors.  Personnel assigned to this task should have auditing and 
accounting background, be strong-willed, and know how to communicate.  They need to know more about 
the business than the auditors so they can lead and guide them. This will also aid in the audit as the 
auditor will be less likely to misinterpret findings.  Delineate roles and responsibilities of the auditor and 
you.  Within your organization, there may be many different levels, for example, the roles of management 
and field personnel.  The role of management and field personnel are different during the audit process.  
Auditors will need room to work.  It is important that room is allocated so that the auditor can do their job. 
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Communications 
(cont.)

• Management communication plan and outline is 
established.

Best practices to improve auditor/client relationships 
(cont.):

– Shows commitment and can be simple
• Positive attitude

– Auditors findings – management plan of action

• Feeder systems are identified.

– Manual and automated
• Website is developed.

• Have a communication plan and outline developed by top management to 
demonstrate that they are involved in the resolution of auditor findings and that they 
are committed to the process.  Communication plans are as simple as two people 
making it a matter of procedure that they talk every Monday to discuss a specific 
operation. 

• Management’s positive attitude and commitment to the process will be infectious 
throughout the organization.  Management must act on the auditor findings with a plan 
of action.  This plan is a living document and all levels must be mindful of the status of 
corrective actions throughout the year.  Everyone must be willing to accept change, 
develop a new mindset, and take ownership of the audit findings, if an unqualified audit 
is going to be achieved. 

• Identify what feeder systems you use and how to reconcile them with the accounting 
system.  These systems are not only automated, but manual, run by people.  
Communicate with those people on a daily basis to discuss what can be done to 
improve the process.  We talked about PADs and their importance in analyzing the 
processes, automated and manual, that you use to meet your objectives.  Are there 
checks and balances in place that help you reconcile the data?  It’s a good idea to 
develop a reconciliation checklist as a tool.

• Develop a website and a monthly newsletter to communicate ideas that are helpful to 
overcome obstacles.  Share the data throughout your organization and others to 
improve audit preparation.
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Data is only as good as the feeder system that collects 
the specific information.

The proprietary and budgetary information that is 
reported by the general ledger system must be audited 
to be certain that processes and internal controls are 
being adhered to and are working.

There is no substitute for quality communications.

Lesson Summary

In this lesson, you learned that feeder systems provide specific data to the 
general ledger.  These systems, both manual and automated, must be audited 
to be certain that there are no material misstatements of information to the 
general ledger.  The financial statements are the product of the general ledger.  
They report proprietary and budgetary information.  Auditors test the soundness 
of the line items of these statements and the internal controls of an entity using 
statistical testing.  Both internal and external communications play a role in the  
continued financial strength and viability of all entities in the DoD.  

The following slide lists references available for additional information.
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References

TFM:  http://fms.treas.gov/tfm

DoDFMR:  http://www.dod.mil/comptroller/fmr/

GAO:  http://www.gao.gov

FASAB GAAP:  http://www.fasab.gov/accepted.html

FASAB Standards and Concepts: 
http://www.financenet.gov/fasab.htm

Office of Federal Financial Management:
http://www.whitehouse.gov/omb/financial/
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Questions



1

Lesson 3:                     
Steps for a Clean Audit

Preparing 
for            
an        
Audit

The DoD annually receives a disclaimer of opinion on it’s agency-wide financial 
statements because it does not substantially conform to Generally Accepted 
Accounting Principles and it’s systems are unable to adequately support 
material amounts on the statements.  Receiving an unqualified audit opinion 
provides assurance that every line on the financial statements has reliable data 
that is traceable to source records and was posted in accordance with laws and 
regulations.  

In Lesson 3, we explore the steps to prepare for a clean audit.
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Lesson Objective

Upon successful completion of this lesson, you will be 
able to explain the steps to prepare for an audit.

Section 1008 of the National Defense Authorization Act for Fiscal Year 2002 
required that the Under Secretary of Defense (Comptroller) (USD(C)) assess 
the reliability of the DoD financial statements, including the financial statements 
of each component.  Entities were directed to prepare preliminary 
representation letters regarding the reliability of their financial statements.  

For those statements represented to be unreliable, the USD(C) redirected 
resources expended on financial statement preparation to efforts toward 
improving the entity’s ability to report reliable financial information.  The 
Financial Improvement Initiative Business Rules are designed to prepare each 
reporting entity for an audit.  Once a reporting entity represents that its financial 
statements are reliable, Section 1008 no longer applies to that entity, and the 
DoDIG performs a full financial statement audit of the entity in preparation for 
the DoD-wide independent audit. 

Upon successful completion of this lesson, you will be able to explain the steps 
to prepare for an audit.  Now let’s examine the topics covered in this lesson.
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Lesson Topics

• Roles and Responsibilities

• Financial Improvement Initiative

• Discovery and Correction

• Validation

• Assertion

• Assessment

• Audit

• Reporting

This lesson contains the following topics:

In this lesson we will discuss the roles and responsibilities of the auditor, audit 
liaison, managers, DFAS, and the 21 DoD reporting entities.  We will also 
discuss the five-phase process used by the DoD leadership to move it’s 
entities’ financial statements from a position of unreliability to reliability and, 
ultimately, to an unqualified audit opinion.  

According to the USD(C) Memorandum dated June 23, 2004, Subject:
Financial Improvement Initiative Business Rules, the process for preparing for 
an unqualified audit opinion is described within the Discovery and Correction, 
Validation, Assertion, Assessment, and Audit Phases.

We will finish with a discussion of reports that are required in preparation for the 
audit.

Let’s begin with the Roles and Responsibilities topic.
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Roles and 
Responsibilities

Auditor

DoD Reporting Entities

DFAS

Managers

Audit Liaison

We will discuss the roles and responsibilities of the auditor, the audit liaison 
team members, managers, DoD reporting entities, and DFAS in relation to what 
is required at each phase of the audit preparation.

In addition to individual roles and responsibilities, there are some roles and 
responsibilities that apply to everyone.  We must ensure that there is adequate 
evidential documentation, including both system files and hard copy 
documentation, as necessary.  We must also verify procedures and controls, 
know the numbers reported on our financial information, and be able to explain 
abnormalities and normal fluctuation.

We must remember the importance of communication with individuals directly 
involved in the audit process and throughout the organization.  Communication 
is also critical between the organization and the auditor.

Now let’s talk about the auditor’s roles and responsibilities.
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Auditor:  The DoDIG is the independent auditor of the 
Department.

• Independent objective unit

• Performs independent reviews 
of agency programs and 
operations

• Responsible for financial 
audits within the Department

• Identifies material weaknesses

Roles and 
Responsibilities

The mission of the Office of the Inspector General is to be an independent and 
objective unit within the DoD that conducts and supervises audits and investigations 
relating to the programs and operations of the Department.  The Inspector General Act 
provides for independent reviews of agency programs and operations.  

The Inspector General is charged with the responsibility for the audits of the financial 
statements.  As the Department’s financial operations are updated and its financial 
statements become ready for audit, it will be the DoDIG who will either perform the 
audits or contract with Certified Public Accounting (CPA) firms to perform audits under 
the supervision of the Inspector General’s staff.

The DoDIG is a key partner in the Financial Improvement Initiative and provides its 
expertise in a variety of ways.  For example, the DoDIG identified 11 material 
weaknesses that were reported in the Department’s FY 2004 Performance and 
Accountability Report.  In this way, the DoDIG assists the Department in determining 
what needs to be updated.  Additionally, the DoDIG staff participates, as non-voting 
members, on the audit committees established by each of the components that 
prepare audited financial statements.  The DoDIG holds advisory membership on the 
Executive Steering Committee (ESC), the Review and Prioritization Subcommittee 
(RPS), and the Funding Subcommittee, which make up the governing structure for the 
Financial Improvement Initiative.

Let’s discuss a few more of the duties of the DoDIG auditors.
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• Obtain an understanding of internal controls. 

• Provide the PBC list.

• Examine evidence.

• Assess or audit.

• Communicate progress and issues.

• Express an opinion.

Roles and Responsibilities 
(cont.)

Auditors Duties:

When an entity or area is selected for audit, the auditors obtain an 
understanding of the agency’s internal controls by reviewing the reporting 
entity’s assertion package.  Auditors then provide a list of items that will be 
required for the audit in advance of the start of fieldwork.  This list is often 
referred to as the PBC list.  They examine, on a test basis, evidence supporting 
the amounts and disclosures in the financial statements.  If the results of the 
assessment show that an area does not appear to be ready for audit, the 
auditors identify specific deficiencies and provide recommendations.  If the 
results show that an entity is ready for audit, the auditors apply audit 
procedures.  DoDIG auditors may conduct the audit, or they may contract with a 
CPA firm to do the audit in a professional and effective manner. They 
communicate progress and issues encountered promptly, and finally express an 
opinion.

We’ve discussed the role of the auditors, now let’s look at the role of the audit 
liaison.
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Audit Liaison:

• Entity representatives with 
knowledge of information or 
evidential matter needed by 
auditors

• Managers, technicians, and 
staff

• Ability to explain departures 
from normal procedures 

Roles and Responsibilities 
(cont.)

A well-prepared organization is represented by a team of individuals that are 
responsible for the overall presentation of information to the auditors and works 
as the liaison with auditors.  Team members should be chosen for their 
knowledge of entity operations, procedures, and financial position.  They must 
be able to respond to questions concerning financial data and entity operations.

The team may be composed of entity managers, technicians, and supporting 
personnel, in-house or contracted.  Audits are lengthy and ongoing processes. 
Representatives must be available to work with auditors for extended periods.  
Ensuring that staff is available while still accomplishing the normal operations is 
a challenge that management must meet.  Staff assigned to the financial 
statements should collectively possess adequate knowledge of the
organization, functions, systems, and mission.

Selected members should know what normal balances, transactions, and 
procedures are and be able to explain any abnormalities.  Any departures from 
normal procedures must be accompanied by evidence of proper justification 
and approval.  Individuals within an organization should understand their 
importance to this process and how each can contribute to the success (or 
failure) of the organization.

Let’s examine the duties of the audit liaison team members.
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• Audit record-keeping

– open requests
– documents supplied
– corrections made
– deficiencies noted, 

awaiting correction

• Information gathering

– data queries and 
document searches

– standard queries prepared 
in advance

Roles and Responsibilities 
(cont.)

Entity-Auditor Liaison POC Duties

• Explanation of internal controls

– financial reporting controls
– compliance controls
– operations controls
– system controls

• Audit Committee
– member selection

The audited entity should assign a point of contact (POC) to work with the auditors.  Among the 
POC’s duties are the audit record keeping, information gathering, explanation of internal control 
activities and procedures, and other liaison between the audit staff and entity personnel.

Audit record keeping includes maintaining a record of requests for information from the auditor, 
and the appropriate records of the fulfillment of these requests.  Requests come in many forms, 
but the most common is the PBC list.  This list is a record of requested information and 
documentation, date needed, date supplied, and the entity POC for additional detail.  Once the 
audit begins, information must be gathered to provide requested record for review by the 
auditor.  Gathering information may include data queries and document searches.  

You may establish processes prior to the audit to facilitate speedy data access.  Standard 
queries run on sample data may ensure that processes and queries provide the required 
information, while tests may ensure that procedural problems that allow for errors in 
documentation are discovered prior to the audit.  Proper sample information must be able to be 
traced from the transaction level to the financial statements.

Explaining internal controls begins with the identification of controls and systems.  These include 
financial reporting controls that lead to the financial statements, compliance controls, and certain 
operations controls.  Information system controls include general controls, application controls, 
and user controls.

The audited entity must set the tone for the audit at the first contact with the auditor.  The 
establishment of an audit committee and the member selection are key to ensuring that the 
auditor understands that the entity is serious about obtaining an unqualified audit opinion and 
has devoted the resources to that endeavor.
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Liaison Activities:

• Communicate the scope

• Identify required information

• Identify required resources

– telephones
– fax machines
– copiers
– computers
– office space

• Organize meetings

Roles and Responsibilities 
(cont.)

Liaison activities include communicating the scope of the audit and information 
and resources required, to include equipment such as telephones, fax 
machines, computers, and office space.  Liaison activities also include the 
organization of meetings with the auditor.

Now let’s consider the role of the individual managers.



10

Version 1.0 Preparing for an Audit L3-10

Manager’s Role:

• OMB Circular A-123 outlines 
managers responsibilities

• Take systematic and proactive 
measures

• Report annually on controls

• Audits are assessments of 
how well an entity controls its 
resources

Roles and Responsibilities 
(cont.)

According to OMB Circular A-123, Management Accountability and Control, 
managers are responsible for the quality and timeliness of program 
performance, increasing productivity, controlling costs and mitigating adverse 
aspects of agency operations, and assuring that programs are managed with 
integrity and in compliance with applicable law.

Managers must take systematic and proactive measures to develop and 
implement appropriate, cost-effective management controls, assess the 
adequacy of management controls in their programs and operations, identify 
needed improvements, take corresponding corrective action, and report 
annually on those controls.

Audits are assessments of how well an entity controls its resources.  Agency 
managers are required to follow up on audit recommendations and correct 
problems resulting from inadequate, excessive, or poorly designed controls, 
and to build appropriate controls into new programs.  In designing appropriate 
controls, managers must communicate their DoD and systems issues to their 
Office of the Under Secretary of Defense (Comptroller) (OUSD(C)) POC.  

Let’s discuss these duties in more detail.
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Manager’s Role (cont.):

• Financial statements

• Assuring reliability of information in reports

• Testing, reconciling, and analyzing financial data

• Management representation letter

• Audit engagement letter

Roles and Responsibilities 
(cont.)

The financial statements and accompanying footnotes are also the
responsibility of management.  This reporting package contains management 
discussion and analysis of the financial information presented. The 
management discussion and analysis is an executive summary of the results of 
operations, accomplishments, use of resources, and any unusual 
circumstances.

An audit tests the reliability of the information provided by management in the 
form of financial statements, reports on management controls, or other 
assurances or representations.  One of the procedures used by management in 
the accomplishment of their duties involves testing, reconciling, and analyzing 
specific financial data to validate the information presented for audit.

Management then prepares a representation letter that attests to
management’s responsibility for the information provided for audit.  An 
engagement letter is prepared to form an agreement with the auditor and the 
audit is conducted on the areas represented.

Let’s look at a few of the procedures that are used by management in validating 
this information.
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Procedures used by managers:

• Calculate variances.

• Compare current to prior periods.

• Compare related data.

• Analyze account balances and age.

• Any unusual balances or significant entries must be 
explained.

Roles and Responsibilities 
(cont.)

Financial data is analyzed in a variety of ways; one of the more common 
methods of analysis is to calculate absolute variance of line items.

Managers must understand the reasons for variances and be able to present 
this information to users of the financial data.  The inability to explain variances 
may lead auditors to think about control weaknesses, fraud, and inherent risks.  
Some of these steps are also completed as part of the audit process.

Reconciliation of financial statements involves comparing current period data to 
prior period data, and related balances from one financial statement to another 
in the same period such as the Statement of Budgetary Resources to the 
Statement of Net Cost.  Any differences between expected balances and actual 
data must be explained during the audit.  Managers should analyze general 
ledger accounts and balances.  Any unusual balances or significant entries 
must be also explained.  Explanations must be made in a meaningful, non-
technical manner.

This analysis gives you a better understanding of the financial position of your 
entity and how significant management decisions affect that financial position. 

Now let’s look at documenting the flow of data. 
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Procedures used by Managers (cont.):

• Document data flow.

• Ensure availability, completeness, accuracy, and 
validity of supporting documentation.

• Identify and test controls and systems.

• Staff adequately.

Roles and Responsibilities 
(cont.)

Documenting the flow of data is a process by which transaction data is traced 
from initiation, through the financial and non-financial feeder systems, to the 
eventual reported financial information.  Some data that supports a financial 
transaction is not strictly financial data such as time and attendance records, 
inventories, transportation bills of lading, or property deeds. Documenting the 
flow of data is a critical step in preparing for an auditable universe.  An 
auditable universe exists when supporting documentation is available, 
complete, accurate, and valid for all audited transactions.

Once the flow of data is documented, testing of controls and systems for the 
reporting of that data begins.  Tests of controls and systems are designed to 
ensure that transactions are properly authorized, that resources are protected, 
and that systems support appropriate controls. 

Management must ensure that sufficient knowledgeable staff is available, not 
only to support the audit, but to support ongoing financial management efforts.  
Financial management occurs throughout the year, not just at year end.  
Managers must communicate audit requirements to members at all levels of the 
organization.

Let’s now talk about the role of the DoD reporting entities.
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DoD Entities Reporting to OMB 

Agency-wide statements are 
required to cover all accounts 
and associated activities of 
each office, bureau, and activity 
of the Department.

Military departments and 
defense agencies are working 
diligently to correct the 
deficiencies that are keeping 
them from asserting that they 
are ready to have their financial 
statements audited.

Roles and Responsibilities 
(cont.)

The OMB requires the DoD to prepare agency-wide audited financial 
statements in accordance with the Government Management Reform Act 
(GMRA) of 1994.  The agency-wide statements are required to cover all 
accounts and associated activities of each office, bureau, and activity of the 
Department.

Financial improvement plans designed to ensure that the Department achieves 
an unqualified audit opinion have been prepared by the military departments, 
defense agencies, and other primary fund-holders.

As the largest fund-holders in the Department, the military departments 
(Department of Army, Department of the Navy, and Department of the Air 
Force) are key elements in the Financial Improvement Initiative. Additionally, 
they hold the greatest share of the assets reported on the Department’s 
agency-wide balance sheet.  Most of the process and control changes 
necessary to the initiative must be implemented within the military departments 
and the defense agencies.  These departments and agencies are working 
diligently to correct the deficiencies that are keeping them from asserting that 
they are ready to have their financial statements audited.

Let’s continue.



15

Version 1.0 Preparing for an Audit L3-15

DoD Entities Reporting to OMB (cont.):    

Roles and Responsibilities 
(cont.)

Army General Funds
Navy General Fund
Air Force General Fund
Military Retirement Fund
Missile Defense Agency
Defense Commissary Agency
Defense Contract Audit Agency
Defense Finance and Accounting Service
Defense Information Systems Agency
Defense Security Service
Defense Logistics Agency
Army Working Capital Funds
Navy Working Capital Fund
Air Force Working Capital Fund
Defense Threat Reduction Agency
Defense Advanced Research Projects Agency
Nuclear Chemical Biological Defense Program
Army Corps of Engineers Civil Works Program
DoD Medicare Eligible Retiree Health Care Fund
Defense Health Program

As with the military departments, defense agencies are active partners in the 
Financial Improvement Initiative.  Defense agencies perform a variety of 
support missions within the Department.  Those agencies listed here are 
required to prepare audited financial statements and are especially important in 
the updating of the Department’s financial operations.  Along with the military 
departments, these agencies make up the greatest portion of the Department’s 
financial activity.

The 21 reporting entities are comprised of the military departments’ General 
and Working Capital Funds and several defense agencies.  While included in 
the DoD agency-wide statements, they are also required to prepare stand-alone 
audited financial statements.  Other defense organizations that are not currently 
required to publish financial statements that are audited are required to prepare 
financial improvement plans in preparation for that requirement at a later date.

One agency that is particularly important to the auditing effort is the DFAS.  
Let’s examine the role of this agency.
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DFAS provides finance and accounting services for the 
DoD.  DFAS initiatives are focused on fixing business 
processes that are within its control, such as:

• Fund Balance with Treasury

• Accounts Receivable and Accounts 
Payable

• DFAS systems 
(DFAS is not responsible for feeder 
systems not under their control).

Roles and Responsibilities 
(cont.)

The mission of DFAS is to provide responsive, professional finance and 
accounting services for the people who defend America.  In providing these 
services, one of DFAS’s goals is to fully satisfy customer requirements and 
aggressively resolve problems to deliver best-value services.  In doing this, 
DFAS must continually review current finance and accounting systems and 
procedures, and identify improvements that can be made to processes and 
systems.  DFAS initiatives are focused on fixing business processes that are 
within its control, such as Fund Balance with Treasury, accounts receivable and 
accounts payable, and DFAS systems.  DFAS is not responsible for feeder 
systems not under their control.

DFAS has already held DoD-wide conferences on DFAS business processes 
and systems audits with customers, the DoD audit community, and the 
Government Accountability Office.

Let’s look at a few useful practices that you may implement in p reparing for an 
audit of your entity.
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Useful Practices:

• Plan meetings.

• Implement schedules and hold regular progress 
meetings.

• Discuss new standards and policy.

• Discuss findings and audit adjustments.

• Review interim financial statements.

• Review lessons learned.

Roles and Responsibilities 
(cont.)

Here are a few practices that you may find useful.  Meetings should be planned with a 
clear agenda that lists topics to be discussed.  Any read-ahead material should be 
distributed well in advance of the meeting to ensure that participants have ample time 
to plan their own comments.  It should start and end on time, but should allow time for 
discussion.

Schedules should be implemented that build into the reporting entity’s financial 
improvement plans the plans for their suballotees (subordinate organizations).  Regular 
progress meetings should be held to establish communication lines between the 
reporting entity, their suballotees, and their OUSD(C) POC.  Regular communication 
should discuss new standards and policy to ensure the widest dissemination 
throughout the entity.  Those most affected by changes to standards or policy may 
require specific training.

In discussions of findings and audit adjustments, entity management should identify 
action teams to plan and implement solutions.  Reviews of interim financial statements 
may point out trends or unusual activity that can be corrected immediately, or that may 
require action or explanation at a later date.  

Many organizations publish lessons learned from previous inspections, reviews, and 
audits.  Review of these lessons both within and outside your organization may prevent 
you from making similar errors.  They may also point out deficiencies within your 
organization that had not been identified previously.   

Let’s take a moment to recap some of the key roles and responsibilities.
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Recap 
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Roles and Responsibilities 
(cont.)

So far, you’ve learned that auditors provide an independent assessment of the general 
reliability of the financial statements or specific line items.

The audit liaison team is responsible for the overall presentation of information to the 
auditors.

Managers are responsible for program performance.

DoD reporting entities include the military departments, defense agencies, and other 
primary fund-holders.  Financial improvement plans designed to ensure that the 
Department achieves an unqualified audit opinion have been prepared by the reporting 
entities.

DFAS continually reviews current finance and accounting systems and procedures to 
identify improvements that can be made to processes and systems.

Now that we’ve discussed the roles and responsibilities, let’s discuss the five-phase 
process used by the DoD leadership to prepare for an unqualified audit opinion.
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Financial Improvement 
Initiative

Major Phases 
Discovery and 

Correction 
Validation Assertion Assessment Audit 

WHY 
• Discover problems 
• Evaluate solutions 
• Plan solutions 
• Correct processes 
• Complete policy 
• Complement BMMP 
 
HOW  
• Develop improvement 

plans 
• Establish audit 

committees  
• Develop systems 

strategy 
• Prepare business 

cases for systems 
changes  

• Prepare and review full 
set of financial 
statements each 
quarter  

  

WHY 
• Enhance credibility of 

assertions  
 
HOW 
• At beginning, 

coordinate and obtain 
comment from DoDIG 
and notify RPS  

• Management 
documents processes, 
identifies controls & 
systems, and ensures 
auditable universe of 
transactions & 
supporting 
documentation is 
available 

• Management requests 
validation of financial 
information 

• Performed by internal 
review, component’s 
audit agencies, or 
external audit firm 

WHY 
• Communicate to 

DoDIG and auditors 
reliability of financial 
information  

 
HOW 
• Assertion letter to 

DoDIG that:  
1. Responds to DoDIG’s 

instructions  
2. Includes checklist 
3. Includes results of 

validation and reports  
• Engagement letter and 

management 
representative letter, if 
used 

• Memo to DoDIG, copy 
to OUSD (C) RPS 

•  ESC approval for 
assessment/audit   

WHY 
• Allows remediation  
• Attests to management 

assertion 
• Plan audit  
• Reduce risk of 

unknowns (auditor) 
• Introduction to 

organization (auditors) 
 
HOW 
• DoDIG oversight of 

IPAs 
• DoDIG i n-house 

 

WHY 
• Implement CFO Act 
• Implement 1008 
• Presidents’ 

Management Agenda 
 
HOW 
• Pass assessment  
• DoDIG oversight of 

IPAs 

 

 

Section 1008 of the National Defense Authorization Act for Fiscal Year 2002 
required that the USD(C) assess the reliability of the DoD financial statements.  
For those statements deemed unreliable, the USD(C) redirected resources 
expended on financial statement preparation to efforts toward improving the 
entity’s ability to report reliable financial information.  

DoD is accomplishing the difficult task of improved financial management 
through several initiatives including the Financial Improvement Initiative.  One of 
the indicators of success is an unqualified audit opinion on the Department’s 
financial statements.  The scope of this improvement initiative encompasses 
policies, processes, controls, defense business systems, personnel, 
organizations, performance metrics, and auditor assessments and audits that 
are directly or indirectly related to DoD Financial Management.

The Financial Improvement Initiative is a five-phase process designed to 
prepare entities to pass a financial audit and to improve their ability to control 
and report on their financial activities.

The first phase of this initiative is the Discovery and Correction Phase.  Let’s 
begin with this phase. 
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Discovery and 
Correction

Discovery and 
Correction Phase:

Management
identifies 
deficiencies and 
implements 
corrective actions. 

Why How 
Implement 1008, 
discover problems, 
evaluate solutions, 
correct processes, 
complete policy, 
complement 
BMMP 

Develop 
improvement 
plans, establish 
audit committees, 
develop systems 
strategy, prepare 
business cases for 
systems changes, 
prepare and review 
financial 
statements each 
quarter 

 

 

The Discovery and Correction Phase is intended to correct deficiencies and 
plan solutions to produce accurate data.

As managers, you must identify problem areas or deficiencies, then develop 
solutions to those problems.  Problems may be identified from prior 
assessments or audits, analysis, tests of controls, or internal reviews of 
operations and procedures.  They may include DoD issues and systems, issues 
affecting your subordinate organizations (your suballotees), or issues that are 
internal to your operation.  Once problems are identified you develop plans for 
corrective action.  

These plans must include responsibility, milestones, and required resources.  
They should take into account the plans of your subordinate organizations and 
may depend on the plans of higher organizations or operations.  You must 
monitor progress both within and outside of your organization to ensure that 
milestones are reached.  Resources outside of your organization may be 
available to you, and solutions found by other organizations maybe applicable 
to problems within your operation.  Plans for corrective action may already be 
initiated on deficiencies found on previous audits and assessments, and new 
problems may be identified during their correction. 

Let’s break this phase down into it’s two components, discovery and correction.
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Discovery:  identify obstacles and prepare corrective 
action plans in pursuit of an unqualified audit opinion.

• Prepare the financial 
improvement plans.

• Identify all known 
deficiencies.

• Consider whether 
systemic problems exist.

Discovery and Correction 
(cont.)

The purpose of discovery is to identify obstacles that could prevent the entity 
from obtaining an unqualified audit opinion and to prepare improvement plans 
with solutions that have measurable outcomes for overcoming those obstacles.

Agency managers and staff should be encouraged to identify and report 
deficiencies, as this reflects positively on the agency’s commitment to 
recognizing and addressing management problems.  Failing to report a known 
deficiency would reflect adversely on the agency.  Agencies should carefully 
consider whether systemic problems exist that adversely affect management 
controls across organizational or program lines.

In this portion of the Discovery and Correction Phase, entities prepare the 
financial improvement plans for achieving an unqualified audit opinion of their 
financial statements.  Entities also identify in their plans, by financial statement 
line item, all known deficiencies relating to the item, including accounts 
requiring correction and processes requiring improvement.

Let’s learn more about what is involved in discovery.



22

Version 1.0 Preparing for an Audit L3-22

Discovery (cont.):

• Identify material weaknesses.

• Prepare corrective action 
plans.

• Implement corrective action.

• Incorporate effective 
oversight.

Discovery and Correction 
(cont.)

To prioritize corrective actions, managers should identify deficiencies that have 
a material impact on the financial statements.  Management personnel then 
prepare comprehensive corrective action plans to resolve the identified 
deficiencies.  Plans must identify how staff (human capital), processes, or 
business systems would be changed to implement corrective actions.  
Implemented plans must then incorporate effective oversight mechanisms to 
ensure that they are carried out and that the corrections are sustainable.  
Additionally, managers must base milestones on actual estimates of the effort 
required, and identify critical task dependencies.

The corrective action plans should include any requirement for systems audits 
that would need to be performed.  Systems audits ensure that financial 
reporting systems are reliable.  If current systems must be modified and the 
modifications are part of the corrective actions, management personnel prepare 
a business case to support the modification, submit the case to the BMMP 
Office, and advise the assigned OUSD(C) POC.

Let’s explore some areas where problems are found.
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Sources of Weaknesses:

• Audit/inspection reports

• Lessons learned

• Policy, procedure, and process 
reviews

• Hot-line reports

• Actual analysis

Discovery and Correction 
(cont.)

Problems are found on audit and inspection reports, from lessons learned in 
similar organizations, or from reviews of policies, procedures, and processes.  
They are also discovered through analysis of financial information, 
documentation, and systems.  The establishment of a hot-line to report 
deficiencies such as those used to capture fraud, waste, and abuse information, 
without fear of reprisal, may also be a source for the identification of material 
weaknesses.

Similar entities may experience problems in areas that were not found on 
previous inspections or audits of your entity.  Reviewing the findings of other 
entities may provide areas of needed improvement in your entity.

Management reviews policies, procedures, and processes to ensure that they 
are compliant with legal and regulatory guidance, and that they ensure 
adequate controls over entity resources.  New procedures may be required in 
the absence of pre-existing procedural guidance, especially in areas of high 
personnel turnover, complicated processes, or high-value asset use.

Let’s continue with these sources. 
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Sources of Weaknesses (cont.):

• Analyze transactions and balances.

• Trace transaction from origin to consolidation in 
financial statements.

• Use available resources to perform systems 
analysis.

Discovery and Correction 
(cont.)

Analysis of financial information, documentation, and systems is used to identify 
unusual balances or entries, document trails and areas of inadequate documentation, 
and system controls.  Unusual balances or entries may be the result of failure of a 
policy, procedure, or control, or of fraud.

Instances of when complete documentation doesn’t exist to be able to trace 
transactions from their origin to their consolidation into the financial statements must 
be identified.  An analysis of the documentation required for transaction types assists 
in making this identification.  Reversing the process traces a consolidated transaction 
to its origins.  Auditors must be able to trace your transactions all the way to the 
originating documents.  They must also be able to verify from those documents that 
amounts recorded on the financial statements are based on factual information, that 
adjustments made to that information are made using appropriate accounting 
practices, and that proper authorization exists at each level of the transaction.

Systems analysis may be accomplished using resources from outside of your entity.  
The Defense Information Systems Agency (DISA) is one source.  Another is DFAS.  
Systems are analyzed to ensure that they are compatible with the future plans of the 
Department, and that they apply adequate controls for transaction authorization and 
separation of duties.  They are also analyzed for their ability to provide meaningful 
financial information in a timely manner.

This leads to the second half of the Discovery and Correction Phase, correction.
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Correction:  requires DoD entities to implement solutions 
within the milestone dates prescribed, resulting in a 
resolution of the identified deficiency. 

• Identify any new deficiencies.

• Modify plans to include any 
additions.

• Requests for extension of dates 
should include a plan for getting 
back on track to meet the next 
original milestone date.

Discovery and Correction 
(cont.)

Correction requires DoD entities to implement solutions within the milestone 
dates prescribed, resulting in a resolution of the identified deficiency.  
Correction is a multi-faceted and incremental process.  In other words, all 
corrective action steps are not expected to be completed on the same date.  
Management personnel and audit committees at each activity closely monitor 
progress to ensure that actions taken achieve the intended result in the time 
allotted.

As corrections are ongoing, it is anticipated that new deficiencies may be 
identified.  As this occurs, activities coordinate with their OUSD(C) POC to 
modify plans to include any such additions.  Requests for extension of dates 
should include actions taken to date, reason for date slippage, new proposed 
completion date, and a plan for getting back on track to meet the next original 
milestone date.

Let’s consider these requirements.
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Correction Requirements:

• On time and incremental

• Resolves discrepancy

• Monitor progress and coordinate

• Extensions

Discovery and Correction 
(cont.)

Corrective action plans must contain milestones and goals that are clearly 
measurable.  Plans are incremental to allow for actions that may involve more 
than one entity.  Management must assign tasks to responsible individuals in 
accordance with the corrective action plans and monitor progress.  Individuals 
are held accountable for the accomplishment of their assigned tasks using a 
balanced scorecard approach.

As with many projects, problems may be encountered that require additional 
resources or time.  Management may reassign resources or request assistance 
from outside sources.  Identified problems may require action from other entities 
prior to correction of the original discrepancy.  In such cases managers may re-
organize actions that are not dependent upon the delayed processes to allow 
for the continuation of corrections. 

As other entities may depend on the resolution of your original deficiency, it is 
important to coordinate with your OUSD(C) POC.  Your POC works with you to 
identify resource requirements, coordinate schedules, and modify interim 
milestones.  As mentioned earlier, you must have a plan for meeting the next 
original milestone.

Let’s examine some practices used by others.



27

Version 1.0 Preparing for an Audit L3-27

Best Practices:

• Hold regular progress reviews.

• Know your deficiencies.

• Document responsibilities.

• Partner with DFAS.

• Use available assistance.

Discovery and Correction 
(cont.)

Some suggestions of practices that have served well in similar organizations 
concerning discovery and correction are to have reviews regularly to check on how you 
are doing.  As part of the monitoring process, reviews allow managers to identify 
resource requirements that may not have been anticipated in the corrective action 
plans.  Reviews should have clear agendas and require responses from participants as 
to the status of their progress.

The best organizations know their deficiencies and assess their operations regularly.  
A recent practice within the Department is to brief midyear and end-of-year financial 
statements to the DoD Comptroller.  According to the GAO and the DoDIG, the 
practice of preparing and explaining interim financial statements has improved the 
reliability of reported information through more timely discovery and correction of 
numerous recording and reporting errors.  Correction can only begin from a position of 
knowledge.

You must document responsibilities and ensure that you have clearly communicated 
who must perform the action, what must be done, when it must be completed, and the 
expected result of that action.  Successful organizations do not attempt to solve 
problems outside of their areas of expertise.  DFAS is an invaluable source of 
assistance.  Its employees are familiar with audit requirements and have in fact passed 
more than one financial statement audit.  They are knowledgeable of financial reporting 
requirements, documentation requirements, financial systems and their capabilities, 
and financial management trends.  They may provide assistance in analysis of 
financial transactions and balances, and may be able to explain unusual transactions 
that affect your financial statements.

Audit agencies may provide assistance with analysis and historical audit records.  
Other agencies like DISA provide specialized assistance in their areas of expertise.  
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Validation

Validation Phase:

Management 
validates financial 
information after 
corrective actions 
are completed.

Why How 
Implement 1008, 
enhance credibility 
of assertions, 
validate 
corrections 

First, management 
coordinates with DoDIG 
and notifies RPS. 
Second, management 
documents processes, 
identifies controls and 
systems, and ensures 
that supporting 
documentation is 
available. 
Third, management 
requests validation of 
financial information. 

 

 

The purpose of the Validation Phase is to validate the effectiveness of the 
corrective actions.  It is accomplished through coordination with the DoDIG and 
their RPS.  Validation determines whether sufficient controls and transaction 
information are available to support management’s assertion that the line or 
statement is ready for audit, and ensures that supporting documentation is 
available for audit.

A validation is a limited scope evaluation or review to determine whether 
previously identified deficiencies in an entity’s financial statements or line items 
have been satisfactorily remedied.   This review is the responsibility of 
management and may be performed by management, internal auditors, or a 
contractor under the supervision of management.  The scope of specific 
procedures required for each validation are also the responsibility of 
management and are determined in the context of the materiality of each issue 
or action taken.
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Validation 
(cont.)

Validation Process

Quality
Information

Relevance Reliability

Timeliness
Predictive

Value
Feedback

Value Validity Verifiability Neutrality

At the beginning of the Validation Phase, entities notify the DoDIG by memorandum, 
with a copy furnished to the entity’s OUSD(C) POC, of the entity’s intent to validate a 
line or statement and the corrective actions taken to resolve deficiencies.  It is 
important to tell the DoDIG what you plan to do.  The DoDIG must be aware of the 
validation technique being performed by the entity prior to the initiation of the validation 
process to facilitate the assessment process after the entity submits its assertion 
package.  Although the DoDIG has no specific role in the validation, the DoDIG may, in 
an advisory capacity, comment on any obvious flaws or items of concern related to the 
validation methodology.

The OUSD(C) POC then notifies the RPS.  The RPS notifies the ESC, and, if any 
concerns exist, the ESC provides a memorandum to the entity conveying its concerns.

The notification includes the intended method for validating that the corrective action 
corrected the known deficiency, and that the line or statement is ready for audit.  Once 
required notification is sent, and validation methods are planned, the validation 
process begins.

The validation process is primarily for management to determine whether a particular 
statement or line is ready for an assessment or audit by the DoDIG.  To be audit-ready, 
information provided in the statement or line must be both relevant and reliable.  
Relevance is related to the usefulness of the information, such as its timeliness, 
predictive value, or feedback value.  Reliability relates to the accuracy of the 
information.  To be reliable, the information must be valid, verifiable, and unbiased or 
neutral.  If management determines that the statement or line is ready, the work 
accomplished during validation may be used by the DoDIG.

Let’s discuss the actions required in this phase.
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Assertion
Package

Organization
and

Review Criteria

Checklist 
StepTOPICTAB

18List of On-Going or Planned Reviews18

17List of Authorized Users17

16Data Type/Summary of Transactions (Number, Type, Dollar Value)16

15Location of Systems Documentation15

14System/End User Locations14

13Certifications/Accreditations13

12Telecom/Network Information12

11Type of Data Produced11

10Hardware, Software, and Interfaces10

9FISCAM and SAS 70/88 Audit Results9

8FISCAM and SAS 70/88 Audit Date and POCs8

7Organization Charts/Contact Lists7

6Summary of Corrective Actions Taken6

5Status of FIP Corrective Actions5

4
Validation Summary (Management Assertion Letter, Completed Assertion Checklist, 
and Validation Work Products such as completed GAO Checklists, e tc)4

3Evidential Matter3

2GL Transaction Detail/Support2

1Process Cycle Memos and Flow Charts1

Validation 
(cont.)

During the Validation Phase, the entity performs a validation of the resolution of 
the identified deficiencies.  These validations are performed at the request and 
under the oversight of management.  Audit committees within the entity should 
be actively engaged in overseeing the progress of the validation process.

At this time management completes a checklist that is required for the assertion 
package.  The checklist includes such steps as documenting processes, 
identifying controls and systems, and ensuring that supporting documentation is 
available.  This checklist and accompanying assertion information is used later 
during the Assessment and Audit Phases, and may be viewed in Appendix B, 
Assertion Package Organization and Review Criteria.

Notice that the checklist begins with the topic Process Cycle Memos and Flow 
Charts.  To use the checklist, you must read the accompanying instructions that 
provide a full description of what is required to fulfill the checklist item.  Let’s 
examine the first item to demonstrate the use of this validation tool.
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• Identify and document the procedures, processes, and 
control points for deriving the balances.

• Include the systems that are used and the flow of data 
from field level/installation to departmental level.

• Identify all systems that have detail that make up the 
balances.

Requirements for Checklist Item 1:  Process Cycle Memos 
and Flow Charts

Validation 
(cont.)

In Processing Cycle Memos and Flow Charts, the user needs to identify and 
document the procedures, processes, and control points for deriving the 
balance or balances being asserted.  The user needs to include the systems 
that are used and the flow of data from field level or installation to departmental 
level. 

This can be done in a cycle memorandum or flow chart format.  Having this 
information prepared in advance will be a great tool for you to refer to during the 
assessment and audit.  This information will also be used by the auditor as part 
of the audit so you will already have the information prepared. Be sure to 
identify all systems that have detail that make up the balances being asserted 
as ready for audit.

Earlier we covered the need to identify and document the procedures, 
processes, and controls within your entity.  This process began in the Discovery 
and Correction Phase while you were working on the identification of problems 
and planning corrective actions.  It continues and is completed in the Validation 
Phase.

The instructions also include the criteria used to evaluate whether or not the 
required action was satisfactorily completed.  Let’s look at these criteria. 
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• Accurately describe the regulations followed for the 
process.

• Document procedures utilized.

• Document key control techniques.

• Identify systems used at the departmental level.

• Include the management control objectives and risk 
assessments.

Evaluation Criteria for Process Cycle Memos and Flow Charts: 

Validation 
(cont.)

GAO/PCIE FAM:  http://www.gao.gov

The evaluation criteria for processing cycle memos and flow charts state that a flowchart is 
required for each major process and a cycle/process memorandum should be provided to:

• accurately describe the regulations followed for the process

• document procedures utilized

• document key control techniques identify systems used at the departmental level

• include the management control objectives and risk assessments.

Control techniques/activities are those activities that work to ensure that resources are used 
consistent with laws, regulation, and policies; are safeguarded against waste, loss, and misuse; 
and reliable data is obtained, maintained, and disclosed in reports.  Examples include 
passwords, separation of duties, physical security, and adequate supervision among many 
others.

You should review the flowcharts, cycle/process memorandum, and supporting documents for 
reasonableness and completeness for each process listed.

The GAO/PCIE FAM Section 390.04, Cycle Memorandum and Flowchart, describes a cycle 
memorandum.  Use of this manual was discussed in Lesson 2, Auditable Data and Audit 
Methodology.  More information on the requirements for cycle memorandum and flowcharts is 
available in the Evidential Matter course.

Let’s consider a few helpful practices.



33

Version 1.0 Preparing for an Audit L3-33

Helpful Practices in the Validation Phase:

• Think like an auditor.

• Have a good method for organizing documentation, 
and use document review products such as EDA.

• Establish clear audit trails and keep a copy of the 
databases.

Validation 
(cont.)

There are a few helpful practices that may assist you in the validation process.  
To begin, you must think like an auditor.  This includes the use of audit 
checklists, references, and tools that an auditor would use to assess the 
information that you supply.  Procedures used by auditors rarely call for in-
depth analysis or complicated calculations.  Audit opinions are based on solid 
research of your policies, practices, and procedures, and the resultant financial 
information you report.

To ensure that others may reach the same conclusion, using the same data set 
and validation methods, a good method for organizing documentation is 
needed.  Products such as Electronic Document Access (EDA) can help in 
reviewing documents.

Organizations that obtain favorable audit opinions have established clear audit 
trails.  Once audit trails are established, records of tests of documentation 
procedures can be maintained to substantiate audit readiness.  It is a good idea 
to keep a copy of the databases used in your analysis of financial information.  
Conclusions drawn using a particular set of data may not be valid when the 
data changes during the next accounting cycle, though the procedures for 
gathering that data should not change from one period to the next.

Let’s discuss a couple more practices.
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Helpful Practices in the Validation Phase (cont.):

• Ensure top management involvement and establish an 
audit committee or audit interest group.

• Have good report writers.

Validation 
(cont.)

Top management involvement is critical, and having an audit committee or audit 
interest group ensures that those personnel who must answer audit inquiries 
are involved in the process.  By their involvement, top management 
emphasizes the importance of the effort.  

Remember that top management may not have time to review detailed 
technical data.  You must have good report writers to summarize the data 
presented by technicians and analysts.

Now let’s look at the Assertion Phase.
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Assertion

Assertion Phase: 

Management 
affirms to DoDIG 
the reliability of 
the financial 
information.

Why How 
Communicate to 
DoDIG and auditors 
the reliability of 
financial 
information. 

Assertion letter to 
DoDIG, checklist, and 
results of validation and 
reports; engagement 
letter and management 
representative letter, if 
used; memo to DoDIG, 
copy to OUSD(C) RPS; 
ESC approval required 
for assessment or audit 

 

 

The purpose of the Assertion Phase is to notify the DoDIG that validation of 
corrected deficiencies has been completed and that a financial statement or line 
item is ready for audit.  During the Assertion Phase, management prepares an 
assertion memorandum stating audit readiness and a package of 
accompanying documentation to support the position of audit readiness. 

Let’s learn more about this phase.
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Assertion 
(cont.)

Assertion Package:

• Management assertion letter

• Summary of the validation work performed

• Assertion checklist

The assertion package is submitted to DoDIG, with a copy furnished to the 
OUSD(C) POC, who forwards it to the RPS.

The assertion package contains:

• the management assertion letter

• a summary of the validation work performed that contains an explanation of 
actions taken by management to resolve deficiencies, and reports
resulting from validation

• the assertion checklist that was completed during the Validation Phase.

If the entity prepares an engagement letter or a management representation 
letter for the DoDIG, subsequent representation letters should reflect 
management’s assertions in them.

Let’s look at each of these documents.
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Assertion 
(cont.)

Example 
Management 
Assertion 
Letter 

Organization name and address
Office symbol

Date stamp
Memorandum For (Organization Comptroller)

Subject:  Management Assertion for (Named fund)

We are asserting that (Named fund) is auditable and we have completed 
corrective actions on material deficiencies for the (Named fund) line item on the 
balance sheet.  (Named fund) is fairly presented in accordance with generally 
accepted accounting principles and is ready for audit.  We are providing the 
completed assertion checklist information in the packet supporting our 
preparedness.

We completed the actions to correct the known material deficiencies as articulated 
in (source document).  The specific actions taken to correct the material 
deficiencies can be found in (file name and location) of the assertion packet.  
Additional actions were completed to ensure adequate controls are in place to meet 
auditor documentation requirements and we received assurances of auditability 
from (source of assurance).

Sufficient audit-ready evidential matter is available to support the transactions that

In this sample management assertion letter, the organization is asserting that 
the named fund is auditable and that material deficiencies concerning that line 
item have been corrected.  The assertion also states that the line item is fairly 
presented in accordance with generally accepted accounting principles and is 
ready for audit.

It then states the items included in the assertion packet that support this 
assertion.

The assertion letter contains the required assurance that sufficient audit-ready 
evidential matter is available to support the transactions that constitute the 
named fund, and the assurance that sufficient knowledgeable staff is available 
to support audit requests during audit fieldwork.

The next item is the Validation information that includes a Validation 
Certification and the Validation Summary.  Let’s take a look at those 
documents. 



38

Version 1.0 Preparing for an Audit L3-38

Example 
Validation  
Certification

This document is to inform the Under Secretary of Defense 
(Comptroller), Department name, and Department of Defense Inspec tor 
General that the Named fund assertion packet meets all of the 
requirements set forth in the Under Secretary of Defense (Comptroller) 
memorandum “financial Improvement Business Rules,” dated June 23, 
2004 and “Financial Improvement Initiative Assertion Package Criteria 
and Organization,” dated November 15, 2004.  All supporting 
documentation has been compiled and presented as required as is 
available to view on the (file location and name).

Preparer:
PREPARERS SIGNATURE

Supervisor Review
SUPERVISORS SIGNATURE

Director of Departmental Accounting Review:

Client Date
Named Fund                                                      Typed Date

Organization                                                Sect ion Reference

Validation Certification

Assertion 
(cont.)

In the example of the Validation Certification, the preparer, reviewers, and other 
members of management annotate with their signatures that the named fund 
assertion packet meets all of the requirements set forth in the USD(C) 
memorandum concerning the Financial Improvement Initiative Business Rules 
and the memorandum subject Assertion Package Criteria and Organization.  
They assert that all supporting documentation has been completed and 
presented as required and is available to view at a specific file location.

Now let’s look at the Validation Summary.
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Example 
Validation 
Summary 

November 30, 2004Fund Name

DateClient

Executive Summary –
Fund Name Assertion Packet Organization

Organization Name is asserting that the Fund Name and specific l ine item is ready for audit and balances 
reported in the quarterly and year-end financial statements are fairly presented in accordance with
generally accepted accounting principles.  Over the past five years the Organization has implemented 
several initiatives to improve the accountability over the execution and reporting of Fund name.  These 
initiatives improved controls, increased the efficiency and timeliness of recording undistributed 
disbursements and collections in accounting systems, improved documentation, and reduced risk in the 
financial reporting process.  These actions have put the organization in a position that with alternative 
auditing procedures the Fund name Balance Sheet line item ($xx.xbillion) is ready for an audit.
Composition of Fund name
The organization receives the majority of funds in the form of d irect appropriations ($xxx.x billion), as 
passed by Congress in the Annual Appropriation Acts passed by Congress.  These are apportioned by 
the Office of Management and Budget (OMB), and recorded on the basis of the U. S. Treasury issuing a 
Warrant to the Organization.  The funding business rules impacting Fund name have been auditable for a 
number of years.  The organization’s Fund name is decremented, or supplemented by reimbursable 
activity ($xx.x billion), by the recording of disbursements and collections at the U. S. Treasury.  
Organization has implemented several improvements since FY 2000 to ensure the timely recording of 
disbursements and collections (Net Outlays $xxx.x billion) and to improve documentation.  These actions 
lead the Organization to consider the Fund name to be considered auditable.

Improved Controls
The Organization Disbursing Network originally consisted of over XX disbursing activities processing over 
XXX fiscal stations.  This structure caused enormous inconsistencies in business practices, large 
reconciliation issues, and minimal management control.  To improve control, the network was 
consolidated into two

Assertion 
(cont.)

The Validation Summary outlines the corrective actions taken to improve 
accountability, controls, efficiency, timeliness, and documentation for the fund 
or balance being reported.  It then states that the item is ready for an audit.

It may provide an overview of the fund prior to listing specific actions performed 
by the entity to prepare the fund or balance for audit.  This is an area where 
accomplishments of the entity are highlighted and good report writing is 
essential.

Let’s talk about the completed assertion checklist.
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Assertion 
Checklist 

November 30, 2004Named fund or entityTyped name

DateClientPrepared by

Section III
Assertion Packet Checklist  

Organization

Identify and document the procedures, processes, and control point for deriving the balances 
being asserted.  Include the systems that are used and the flow of data from field level to 
departmental level. 
RESPONSE:  The procedures, processes, and control points are documented in the Process 
Analysis Document (PAD) and the Audit Folders.   The PAD provides a high level overall flow of 
the Named Fund processes, information on the computer systems used, and process-level risks 
and controls.  See Attachment A for a copy of the PAD.  In addition, the Assertion Folders provide 
detailed documentation on each of the individual processes within the PAD to include listings of 
the incoming and outgoing reports, point of contacts, control points, risk areas, assumptions, and 
examples.  See Attachment B for a list of all the Assertion Folders.  Due to the volume, the folders 
are included in the assertion packet on the CD and on the file location and name.”

In addition, Attachment C provides a methodology for audit planning.  This provides suggestions 
for planning the named fund audit based on requirements set in the Governmental Accountability 
Office Financial Audit Manual and entity knowledge.

1.Have all General Ledger transaction detail and supporting inform ation from feeder systems 
available for all the transactions that make up the balance being asserted.  Ensure the total of 
the detail equals the balance of the line item.  This includes all accounting adjustments that 
have an effect on the ending balance of a line item reported on the financial statements
RESPONSE:  Attachment D provides a list of all the transaction files, the POC, the location of ”.

√

√

Assertion 
(cont.)

The completed assertion checklist provides a description of each topic and the 
entity’s response to the requirements for its validation.

Notice that the topic Process Cycle Memos and Flow Charts requires the entity 
to identify and document the procedures, processes, and control points for 
deriving the balances being asserted.  The corresponding response states the 
specific document and location where the procedures, processes, and controls 
are documented.

The assertion process should include the specific systems relationship between 
the line being asserted and all financial management systems and associated 
feeder systems.

For new systems that may not have previously identified problems, there is a 
requirement to include the CFO Act fourteen point checklist for new systems or 
for each system in the assertion.

Now let’s discuss the distribution of and action taken on these documents.
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Assertion 
(cont.)

Is
assessment

required?

DoDIG notifies
RPS of

assertions
received DoDIG provides

assessment cost
estimate 

Proceed to
Audit Phase

DoDIG provides
audit cost
estimate

RPS reviews
improvement plans,

representation letters, and
DoDIG recommendations.

Then develops
assessment and audit

schedules.

Yes

No

The DoDIG receives the assertion package and determines, based on the 
information in the package and other pertinent knowledge, whether it will 
conduct an assessment of the entity’s line or statement or whether it will bypass 
the Assessment Phase and proceed to the Audit Phase IAW Section 1008.  
The DoDIG notifies the Review and Prioritization Subcommittee of the 
assertions received and advises the committee if the assertion letter will result 
in an assessment or an audit.  

The DoDIG then provides a cost estimate for the assessment or audit.

The RPS reviews improvement plans, representation letters, and DoDIG 
recommendations and develops prioritized recommendations for assessment 
and audit schedules to present to the ESC.  
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Assertion 
(cont.)

Funding subcommittee reviews recommendations of the
RPS for funding issues.

Recommendations are presented to the
ESC for approval and prioritization.

Scope limitations are addressed by the ESC.

Entities are notified of audit or assessment approval.

The Funding Subcommittee also reviews the recommendations of the RPS for 
funding issues.  The recommendations for assessment and audit are presented 
to the Financial Management Improvement Plan ESC for approval and 
prioritization.  Recommendations presented to the ESC address scope 
limitations that may be imposed on the assessments or audits.  Entities are 
then notified when they are approved for assessment or audit. 

Let’s look at an example of a good assertion documenting process.
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Army Financial 
Statement 
Assertions are on 
the DFAS ePortal.

Develop a method   
of organized 
folders.

Assertion 
(cont.)

To save time and audit cost, it is important to develop a method of organizing 
folders so that all assertion data can be retrieved and reviewed quickly and 
efficiently.

One example of this process is the Army Financial Statement Assertions on the 
DFAS ePortal.  Folders are set up for each of the affected financial statements.  
Within each statement folder, subfolders are set up for various line items such 
as Accounts Payable, Cash, Fund Balance with Treasury, and others.

Each line item is further subdivided by fund or other applicable division.  In the 
case of Fund Balance with Treasury, it is subdivided into folders for the Army 
General Fund and the Army Working Capital Fund.  Once the fund is selected, 
a subfolder containing Fund Balance with Treasury assertion packet information 
may be opened.

Subfolders in this area are divided into assertion or audit files.  Assertion files 
include a table of contents file and numbered files that are labeled by section 
and title.  Audit files are labeled by agency and title or report number of the 
audit reports.

Now let’s examine the Assessment Phase. 
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Assessment

Assessment Phase: 

The DoDIG reviews 
financial information 
to determine if it is 
ready for audit.

Why How 
Implements 1008, 
allows remediation, 
attests to 
management 
assertion, plans 
audit, reduces risk 
of unknowns to 
auditor, auditors’ 
introduction to 
organization 

DoDIG oversight of 
IPAs or DoDIG in-
house 
assessments 

 

 

The purpose of the Assessment Phase is to determine the reliability of the line 
or statement that the entity asserted as being ready for audit. 

This assessment is substantially less than an audit, but should be sufficient 
enough to verify that the corrective actions implemented during the Discovery 
and Correction Phase of the financial improvement initiative were successful. 

Assessment is generally done first if a statement has never been audited.  
Assessment could also occur when the DoDIG believes circumstances may 
exist that would cause the entity to obtain an opinion other than unqualified.  An 
example of such a situation is a system of internal control allowing for the 
disbursement of funds without proper certification.  In this case, the DoDIG 
would determine that an assessment is necessary to ensure reliability as 
required per Section 1008.  During the Assessment Phase, an entity may 
perform a remedy in the event a deficiency is identified that would prevent an 
unqualified opinion.

Let’s continue with this phase.
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Assessment 
(cont.)

The scope of the 
assessment consists 
of accomplishing the 
audit steps outlined in 
the Planning Phase 
and Internal Control 
Phase of the audit 
manual.

The assessment is performed by the DoDIG, or by an independent public 
accountant contracted to perform work for the DoDIG, after the ESC has 
approved the assessment.  The scope of the assessment is determined in 
accordance with the GAO/PCIE FAM and consists of accomplishing the audit 
steps outlined in the Planning Phase and Internal Control Phase of the audit 
manual.  The assessment process determines whether the entity can likely 
achieve an unqualified audit opinion.  If it is determined that circumstances or 
problems exist that preclude an unqualified opinion, a report is written to 
management that describes what has prevented the auditor from obtaining 
sufficient, reliable, and competent information.  The report recommends to 
management what needs to be accomplished to remedy the problems.

The Assessment Phase is used as part of the DoDIG’s audit strategy to reduce 
risks of the unknown and introduce new auditors to the entity’s processes.  
Progress is reviewed and monitored by management and the entity’s audit 
committee through regularly scheduled interim progress reports. Management 
informs its OUSD(C) POC of any new deficiencies identified.  There is 
continued communication, both written and oral, as the assessment progresses.  
Management should take actions to correct problems identified during the 
assessment.  The DoDIG recommends when it is appropriate to move forward 
with a formal audit.

Let’s look at a few of the audit steps outlined in the Planning Phase and Internal 
Control Phase of the audit manual.



46

Version 1.0 Preparing for an Audit L3-46

Financial Audit 
Manual
Planning Phase

Determine Likelihood of Effective Information System 
Controls

270

Identify Risk Factors260

Identify Relevant Budget Restrictions250

Identify Significant Provisions of Laws and Regulations245

Identify Significant Cycles, Accounting Applications, and 
Financial Management Systems

240

Identify Significant Line Items, Accounts, Assertions, 
and RSSI

235

Determine Planning, Design, and Test Materiality230

Perform Preliminary Analytical Procedures225

Understand the Entity’s Operations220

Overview210

PLANNING PHASE200

Assessment 
(cont.)

The Planning Phase requires auditors to gain an understanding of the entity’s 
operations, perform preliminary analytical procedures, and determine planning, 
design, and test materiality.  Auditors must also identify significant line items, 
accounts, and assertions.  In gaining an understanding of the entity’s 
operations, auditors identify significant cycles, accounting applications, and 
financial management systems.  They also familiarize themselves with the 
provisions of laws and regulations, and budget restrictions.  Auditors evaluate 
risk factors and determine the likelihood of effective information systems 
controls, then identify relevant operations controls to evaluate and test.

Let’s consider the identification of significant cycles, accounting applications, 
and financial management systems as listed in this manual.



47

Version 1.0 Preparing for an Audit L3-47

Assessment 
(cont.)

Financial 
Audit Manual
Planning 
Phase (cont.)

The Financial Audit Manual describes the identification of significant cycles, 
accounting applications, and financial management systems requirements by 
providing an overview of the auditors’ duties as they relate to this item.  It 
defines significance as it relates to each item and how the items are affected by 
both financial and non-financial systems.

Now let’s talk about the Internal Control Phase.



48

Version 1.0 Preparing for an Audit L3-48

Assessment 
(cont.)

Documentation390

Other Considerations380

Assess Controls on a Preliminary Basis370

Perform Nonsampling Control Tests and Tests for 
Systems’ Compliance with FFMIA Requirements

360

Determine the Nature, Timing, and Extent of Control 
Tests and of Tests for Systems’ Compliance with 
FFMIA Requirements

350

Identify and Understand Relevant Control Activities340

Identify Control Objectives330

Understand Information Systems320

Overview310

INTERNAL CONTROL PHASE300Financial Audit 
Manual
Internal Control 
Phase

The Internal Control Phase requires auditors to gain an understanding of the 
entity’s information systems, control objectives, and relevant control activities.  
They must determine the nature, timing, and extent of control tests and of tests 
for systems compliance with legal requirements.  To determine the testing 
required, auditors perform control and compliance testing on a preliminary 
basis.

Let’s take a closer look at identifying and understanding relevant control 
activities.
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Assessment 
(cont.)

Financial Audit 
Manual
Internal Control 
Phase (cont.)

Relevant control activities are described as those that are designed to achieve 
the specific control objective.  The auditor first screens the activities to identify 
those objectives that are effective and efficient to test in an effort to obtain a 
sufficient understanding of the identified control activities.  The auditor must 
determine whether he or she is likely to achieve the control objectives, 
assuming an effective control environment, risk assessment, communications, 
monitoring, appropriate segregation of duties, and effective general controls.

The auditor identifies any weaknesses in specific control activities that should 
be corrected.  When internal control components are poor, there is inadequate 
segregation of duties, or poor general controls preclude the effectiveness of 
specific control activities that would otherwise be effective, the testing of these 
control activities may be limited to determining whether they are in place.

Let’s examine a few practices that are particularly useful in the Assessment 
Phase.
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Best Practices during the Assessment Phase:

• Know the audit process and the regulations driving it.

• Have good training and awareness for all staff.

• Change the mindset toward audits.

• Know the auditor’s checklist.

• Staff resources to work with auditors.

Assessment 
(cont.)

If you know the audit process and the regulations driving it, you can anticipate 
the auditor’s requirements.  It is important that good training and awareness for 
all staff is included in your assessment strategy.  With adequate training on 
what is expected, you ensure that your people are ready for the audit.

You must lead a change in the mindset toward audits; they are not just for the 
financial community.  You may set up a web site or have a newsletter.  
Frequent communication is necessary to convey expectations, goals, and 
direction.

When the auditors examine entity operations, you should know the auditor’s 
checklist.  You can then anticipate what is going to be needed and start early to 
have the audit move quickly and have less disruption of business operations.

Successful organizations ensure that they have adequate resources in place to 
assist in the audit effort.  You must assign resources to work with auditors or 
hire contractors.

Let’s continue with a few more practices.
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Best Practices during the Assessment Phase (cont.):

• Have the right people in the jobs.

• Have document retrieval methods documented.

• Have consistent practices.

Assessment 
(cont.)

Having the right people in the jobs is critical to the audit effort.  If not, the 
process slows down considerably.  Auditors will ask the most available person 
questions concerning your entity’s operations, controls, and procedures.  You 
must ensure that the most available person is also the most knowledgeable 
person.

Document retrieval methods may be established for both paper and electronic 
documents.  You must have document retrieval methods established and 
documented, especially for historical data.  Ledgers containing all transactions 
should be ready and should include all documentation and back-up matter.  
This matter may include purchase orders, invoices, receiving reports, and other 
essential documentation.  This source documentation may be located in several 
different offices.  It must be pulled together to support the financial records.

Auditors are looking for consistent practices that are within established 
guidelines.

Let’s move on to the Audit Phase.
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Audit

Audit Phase: 

The DoDIG audits 
the organization’s 
financial 
statements that 
management 
asserted were 
ready for audit 
and that passed 
the DoDIG 
assessment.

Why How 
Implement CFO 
Act, implement 
1008, Presidents’ 
Management 
Agenda. 

Pass assessment, 
DoDIG oversight of 
IPAs or DoDIG in-
house audits 

 

 

The purpose of the Audit Phase is to obtain an auditor’s opinionof the condition 
of an entity’s financial statement or line.  The purpose of this phase is also to 
obtain an auditor’s opinion of the fairness of the presentation of the information 
in the financial statements.  When a financial statement or portion thereof is 
asserted to be ready for audit and has passed assessment, or assessment has 
been waived, the DoDIG determines the appropriate scope and nature for a 
financial audit and the associated reports.

Let’s learn more about this phase.
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Audit 
(cont.)

The scope of the 
Audit Phase 
consists of 
accomplishing the 
audit steps 
outlined in the 
Testing Phase and 
Reporting Phase of 
the audit manual.

During the Audit Phase, the entity and its accounting records are audited to 
determine if the balances and related notes presented on its financial 
statements fairly represent the operations of the entity.

With the assistance of the DoDIG, DoD reporting entities prepare detailed 
engagement letters requesting audit services.  The auditors then require any 
management representations made to date that concern the items to be 
included in the audit.  DoD reporting entities prepare as many interim 
management representation letters as necessary to include any additional 
assertions required by the audit.  They then prepare a final management 
representation letter.

Management personnel address deficiencies with a written plan for resolution, 
including projected resolution date.  The DoDIG intervenes if necessary to end 
the audit and recommends a follow-up assessment upon indication that the 
audit may not have a favorable outcome.

The scope of the Audit Phase consists of accomplishing the audit steps outlined 
in the Testing Phase and Reporting Phase of the audit manual.

Let’s look at a few of these steps.
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Testing Phase:

• Auditors consider 
the nature, timing, 
and extent of tests.

• Tests must provide 
the greatest benefit 
for the least amount 
of time and 
resources.

Documentation490

Substantive Detail Tests480

Substantive Analytical Procedures475

Substantive Tests – Overview470

Compliance Tests460

Sampling Control Tests450

Perform Tests and Evaluate Results440

Design Efficient Tests430

Consider the Nature, Timing, and Extent 
of Tests

420

Overview410

TESTING PHASE400

Audit 
(cont.)

The Testing Phase consists of a consideration of the nature, timing, and extent 
of tests to be performed on the evidentiary matter associated with the audit.  
The auditor must design efficient tests that provide the greatest benefit for the 
least amount of time and resources.  The auditor must then perform those tests 
and evaluate results.  Several types of testing are available and are explained 
within the FAM.  The Evidential Matter course provides additional information 
concerning audit testing methods.  

Once testing is completed, the auditor must document the results in order to 
ensure that adequate audit procedures have been accomplished.

Let’s look at the requirement for performing tests and evaluating results. 
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Testing Phase (cont.):

• Tests should evaluate 
the results of each type 
of test separately.

• Tests performed with 
the expectation of 
obtaining certain 
results may give other 
results.

Audit 
(cont.)

The FAM states that the auditor should perform the planned tests and should 
evaluate the results of each type of test separately, without respect to whether 
the items were chosen as part of a multipurpose test.  It states that sometimes, 
tests performed with the expectation of obtaining certain results give other 
results.  When this happens, the auditor may wish to expand a sample to test 
additional items.  Unless planned for in advance, this generally cannot be done 
simply and the auditor should consult with a statistician.

Let’s discuss the Reporting Phase now.
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Reporting
Phase 

Draft Reports580

Determine Compliance With GAO/PCIE Financial Audit Manual570

Determine Conformity With Generally Accepted Accounting 
Principles

560

Conclude Other Audit Procedures
• Inquiries of Attorneys
• Subsequent Events
• Management Representations
• Related Party Transactions

550

Evaluate Misstatements540

Determine Adequacy of Audit Procedures and Audit Scope530

Perform Overall Analytical Procedures520

Overview510

REPORTING PHASE500

Audit 
(cont.)

The Reporting Phase requires the auditor to perform overall analytical 
procedures.  This does not mean that all testing must be re-done, but that the 
results of all of the testing must be analyzed in order to formulate conclusions.  
The auditor must also determine the adequacy of audit procedures and the 
audit scope in the formulation of these conclusions.

Misstatements are evaluated for their severity.  If material, they may affect the 
overall opinion of the auditor.  Other audit procedures include inquiries of the 
attorneys who represent the entity.  Auditors must determine whether there are 
any pending liabilities that were not adequately disclosed in the notes to the 
financial statements.

The auditor must determine whether the presentation of the financial 
statements is in conformity with GAAP and whether the entity is in compliance 
with the Financial Audit Manual.  The auditor then drafts reports on the financial 
statements, internal control, financial management systems, and compliance 
with laws and regulations.  The draft reports are used during the discussion of 
audit findings during the exit conference, though most items will have already 
been addressed throughout the audit.

Let’s expand on the drafting of these reports.
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• the financial
statements

• internal controls
• compliance with laws, 

requirements, and
standards.

Reporting Phase:

Auditors reports include 
conclusions on:

Audit 
(cont.)

At the conclusion of the audit, the auditor finalizes the draft of the auditor’s 
reports.  They include the auditor’s conclusions on the financial statements, 
internal control, and system compliance with requirements of the FFMIA, 
federal financial management systems requirements, federal accounting 
standards, and the SGL at the transaction level.  They also include the auditor’s 
conclusions on the entity’s compliance with laws and regulations.

The auditor’s report should clearly identify the entity audited, the accountability 
report on which the auditor is reporting, and the period covered by the 
accountability report.  It should then be dated as of the comple tion of fieldwork.

Let’s consider a few helpful practices.
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Best Practices during the Conduct of the Audit:

• Plan the entrance conference.

• Maintain communications with POCs and employees.

• Monitor information consistently and keep track.

Audit 
(cont.)

These practices are particularly helpful during the conduct of an audit.

An audit should contain no surprises.  Once you have engaged an auditor, you 
must plan for the entrance conference.  Ensure that adequate and
knowledgeable staff is available, that adequate time is scheduled without 
interruption, and that a congenial atmosphere is maintained.  Be familiar with 
the areas to be audited and know the procedures used to test those areas.

You must communicate audit requirements with your POCs and employees to 
ensure a smooth audit process.  Knowledgeable personnel must be available to 
the auditor throughout the audit.  By having a proper escort, the auditor’s 
questions are likely to be answered correctly, and there is less likelihood of 
delays in the conduct of the audit.

Information obtained in the audit process should be monitored, appropriately 
catalogued, and filed for immediate or later action.

Now let’s look at required reporting.



59

Version 1.0 Preparing for an Audit L3-59

Reporting 

• improve program and financial management 

• accelerate reporting

• assess the effectiveness and efficiency of program 
operations.

Reporting is required according to the OMB Circular A-123, 
Management’s Responsibility for Internal Control.  Recent 
government-wide initiatives have been implemented to:

We have just discussed the reporting requirements for the audit of financial statements, now 
let’s discuss management reporting required by OMB Circular A-123, Management’s 
Responsibility for Internal Control.

Internal control includes the plan of organization, methods, and procedures adopted by 
management to meet its goals.  It includes processes for planning, organizing, directing, 
controlling, and reporting on agency operations.  Recent government-wide initiatives have been 
implemented to improve program and financial management, including tracking corrective 
actions for material weaknesses, imposing accelerated reporting due dates for more timely 
financial information, and assessing the effectiveness and efficiency of program operations.

Reporting provisions within these initiatives include the requirements for annual reporting on the 
control and financial systems required by Sections 2 and 4 of the FMFIA, annual reports on 
actual performance compared to goals required by the Government Performance and Results 
Act (GPRA), annual auditors’ reports on internal control and compliance with laws and 
regulations related to financial reporting, semiannual reports by the DoDIG to Congress on 
significant abuses and deficiencies identified during reviews required by the IG Act, annual 
reports on the effectiveness of the agencies’ security programs required by the Federal 
Information Security Management Act of 2002 (FISMA), annual estimates of improper payments 
required by the Improper Payments Information Act of 2002, and the annual report on the 
progress toward achieving goals for improving the efficiency and effectiveness of agency 
operations required by the Clinger-Cohen Act of 1996.

OMB Circular A-123, Management’s Responsibility for Internal Control, consolidates many of 
these reporting requirements.
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Reporting 
(cont.) 

Required Reports:

• Statement of Assurance

• Statement of Assurance for Internal Control over 
Financial Reporting

• Statement on Conformance to Financial Systems 
Requirements

According to OMB Circular A-123, management must annually provide 
assurances on internal control in its Performance and Accountability Report, 
including a separate assurance on internal control over financial reporting, 
along with a report on identified material weaknesses and corrective actions.

The assurance statements and information related to Section 2, Section 4, and 
internal control over financial reporting are provided in a single FMFIA report 
section of the annual PAR labeled Management Assurances.  This section 
includes the annual assurance statements, summary of material weaknesses 
and non-conformances, and summary of corrective action plans.  
Management’s assurance statement relating to internal control over financial 
reporting and any related material weaknesses and corrective actions is 
separately identified.

Let’s examine these reports.
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Statement of Assurance:

• Unqualified statement of assurance
– No material weaknesses reported 

• Qualified statement of assurance
– Considers exceptions explicitly noted
– One or more material weaknesses reported 

• Statement of no assurance
– No processes in place or pervasive material weaknesses

Reporting 
(cont.) 

Pursuant to Section 2 of the FMFIA, the head of each executive agency submits to the President 
and the Congress a statement on whether there is reasonable assurance that the agency’s 
controls are achieving their intended objectives, and a report on material weaknesses in the 
agency’s controls.

The statement of assurance represents the agency head’s informed judgment as to the overall 
adequacy and effectiveness of internal control within the agency.  It must take one of three 
forms:

• unqualified statement of assurance (no material weaknesses reported)

• qualified statement of assurance, considering the exceptions explicitly noted (one or more 
material weaknesses reported)

• statement of no assurance (no process in place or pervasive material weaknesses).

Sources used in making this determination include management reviews, IG reports, program 
evaluations, audits of financial statements, reviews of financial systems, FISMA reports, 
performance plans and reports pursuant to GPRA, and results from tests of key controls 
performed as part of the assessment of internal control over financial reporting.  The agency 
head describes the analytical basis for the type of assurance being provided and the extent to 
which agency activities were assessed.

Consideration is taken in the use of source information to determine whether the processes 
used by the source included an evaluation of internal control.  Managers coordinate their efforts 
with other evaluations to the extent possible to avoid duplication.  Once the type of assurance is 
determined, the agency head signs the statement.

Let’s look at the next report.
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• A statement of management’s responsibility for the 
establishment of internal controls

• A statement identifying the OMB Circular A-123, as 
the framework used to conduct the assessment

• An assessment of the effectiveness of the agency’s 
internal control over financial reporting as of June 30

Statement of Assurance for Internal Control over 
Financial Reporting:

Reporting 
(cont.) 

Management is required to include an assurance statement on the internal 
controls over financial reporting in its annual PAR.  This statement is 
management’s assessment of the effectiveness of the agency’s internal control 
over financial reporting as of June 30 of that fiscal year.  This assurance 
statement is required to include:

• A statement of management’s responsibility for establishing and maintaining 
adequate internal control over financial reporting for the agency

• A statement identifying the OMB Circular A-123, as the framework used to 
conduct the assessment of the effectiveness of the agency’s inte rnal control 
over financial reporting

• An assessment of the effectiveness of the agency’s internal control over 
financial reporting as of June 30, including explicit conclusion as to whether the 
internal controls are effective

Let’s continue this discussion.
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• If a material weakness is discovered by June 30, but 
corrected by September 30, a statement identifying 
the material weakness, the corrective action taken, 
and that it has been resolved by September 30 is 
required.

• If a material weakness is discovered after June 30, but 
prior to September 30, the statement identifying the 
material weaknesses should be updated to include the 
subsequently identified material weakness.

Statement of Assurance for Internal Control over 
Financial Reporting (cont.):

Reporting 
(cont.) 

Continuing with the discussion of the Statement of Assurance for Internal 
Control over Financial Reporting:  

• If a material weakness is discovered by June 30, but corrected by September 
30, a statement identifying the material weakness, the corrective action taken, 
and that it has been resolved by September 30 is required.

• If a material weakness is discovered after June 30, but prior to September 30, 
the statement identifying the material weaknesses should be updated to include 
the subsequently identified material weakness.

This statement is reported in the same three forms as the previously discussed 
Statement of Assurance:  unqualified, qualified, and statement of no assurance.

A separate audit opinion on internal control over financial reporting is not 
required if an agency receives an audit opinion on internal control over financial 
reporting.  Agencies electing to receive this opinion may adjust the “as of” 
reporting date of June 30 to coincide with the “as of” date of the audit opinion.

Now let’s discuss the final report.
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If the agency’s systems do not substantially conform 
to financial systems requirements, the statement must 
list the nonconformances and discuss the agency’s 
plans for bringing the systems into substantial 
compliance. 

Statement on Conformance to Financial Systems 
Requirements:

Reporting 
(cont.) 

Section 4 of the FMFIA requires an annual statement on whether the agency’s 
financial management systems conform to government-wide requirements.  
These requirements are mandated by the FMFIA and OMB Circular A-127, 
Financial Management Systems.  If the agency’s systems do not substantially 
conform to financial systems requirements, the statement must list the 
nonconformances and discuss the agency’s plans for bringing the systems into 
substantial compliance.  Financial management systems include both financial 
and financially related (or mixed) systems.  Section 7 of OMB Circular A-127 
provides guidance on systems requirements. 

Let’s discuss some ways in which you can help in this process.
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Best Practices for Reporting:

• Report information consistently
– In accordance with OMB Circular A-123, Management’s 

Responsibility for Internal Control
– In accordance with OMB Circular A-127, Financial 

Management Systems

• Make reporting an ongoing process, not just annually.

• Continuously monitor and improve internal controls.

• Keep databases up to date and accurate.

• Map your reports flow.

Reporting 
(cont.) 

To ensure that applicable information is available on whether the agency’s 
controls are achieving their intended objectives, on material weaknesses in the 
agency’s controls, and on whether the agency’s financial management systems 
conform with government-wide requirements, you must report information 
consistently in accordance with OMB Circular A-123, Management’s 
Responsibility for Internal Control which incorporates Section 2 of the FMFIA, 
and OMB Circular A-127, Financial Management Systems, which incorporates 
Section 4 of the FMFIA.

This requires that you make financial management an ongoing process, not just 
annually.  Agency managers who continuously monitor and improve the 
effectiveness of internal control associated with their programs have 
established the foundation that provides the basis for the agency head’s annual 
assessment of and report on internal control.

By keeping databases up to date and accurate, you may reduce data entry and 
input errors.

Mapping your reports flow allows you to anticipate requirements for internal 
control reporting.

Let’s summarize what we learned in this lesson.
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Lesson Summary

• Roles and Responsibilities

• Discovery and Correction

• Validation

• Assertion 

In this lesson, you learned that auditors perform assessments and that auditee 
teams are responsible for the overall presentation of information to the auditors.  
This information is the responsibility of the entity management. DoD entities 
are responsible for improvement plans designed to ensure that the Department 
achieves an unqualified audit opinion on DoD-wide financial statements.  DFAS 
continually reviews current finance and accounting systems and procedures to 
identify improvements that can be made to processes and systems.

In looking at the five-phase process used by the DoD leadership to prepare for 
a clean audit, you found that the Discovery and Correction Phase is intended to 
correct deficiencies and plan solutions to produce accurate data .  The 
Validation Phase purpose is to validate the effectiveness of the corrective 
actions, and to determine if sufficient controls, transaction information, and 
supporting documentation are available to support management’s assertion that 
the line or statement is ready for audit.  In the Assertion Phase, entity 
management notifies the DoDIG that validation of corrected deficiencies has 
been completed and that a financial statement or line item is ready for audit.

Let’s continue.  
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Lesson Summary 
(cont.)

• Assessment

• Audit

• Reporting

In the Assessment Phase, the DoDIG assess the reliability of the line or 
statement which the entity asserted as being ready for audit.  That assessment 
is generally done first if a statement has never been audited.  In the Audit 
Phase an auditor obtains an opinion of the condition of an entity’s financial 
statement or line, or on the fairness of the presentation of the information in the 
financial statements.  You found that the DoDIG determines the appropriate 
scope and nature for financial audit and the associated reports.

In discussing reporting, you learned that annually, management must provide 
assurances on internal control in its PAR, including a separate assurance on 
internal control over financial reporting, along with a report on identified material 
weaknesses and corrective actions.

The following slides list references available for additional information.
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Questions



1

End-of-Course Review

Preparing 
for            
an        
Audit

Let’s review the course objectives that we discussed today in this course.

You should now be able to describe the value of financial statement audits and 
why we do them, describe how the auditable data links into the DoD Financial 
Statements, and describe how to prepare to assert your readiness for an audit.

Let’s review why we audit, auditable data and audit methodology, and the steps 
for a clean audit.
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Lesson 1, Why Audit?: 

• Types, purpose, and value of audits

• Common auditing terminology

End-of-Course 
Review

Lesson 1, Why Audit?; explained why audits are required and necessary.  It 
described the history for the requirement to report on the use of resources; the 
legal and regulatory guidance that requires the application of accounting 
standards, reporting, control, and accountability; and the goals of the 
Department in obtaining an unqualified or clean audit opinion.  This lesson 
defined common auditing terms and identified various government auditing 
entities and the applicable hierarchy and guidance used for audits of the 
financial statements.

In this lesson, you learned that financial statement audits report on whether or 
not an entity’s financial reports fairly reflect the true financial position of that 
entity as of a particular point in time.  You found that we audit because it’s the 
responsibility of the government to it’s citizens to ensure that trust, and because 
better and more reliable information means better decisions by the 
Department’s leadership at all levels.

In discussing common auditing terminology, you found that an unqualified 
opinion is the most preferred finding.  An unqualified opinion has no material 
exception to the reliability of the items specified on the financial statements 
within the limits of the audit. 
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Lesson 1, Why Audit? (cont.):

• Legal and regulatory requirements

• Financial Statements

• Auditing entities

• Applicable guidance

End-of-Course 
Review

We then discussed legislation such as the Federal Financial Manager’s 
Improvement Act, the Federal Manager’s Financial Integrity Act, the Inspector 
General Act, and the Chief Financial Officers Act, and regulatory requirements 
contained in OMB Circulars and Bulletins, the Treasury Financial Manual, and 
the DoDFMR.  We discussed how these requirements provide for the
preparation and audit of entity financial statements and operations.

You learned that there are several federal government auditing entities, 
including the GAO, the DoDIG, and other audit agencies.  The FASAB, governs 
what constitutes accounting standards for U.S. government reporting entities, 
and the first category is FASAB Statements and Interpretations, and AICPA and 
FASB pronouncements made applicable to federal government entities.  For 
every requirement at the highest level of authority in an organization, there is an 
agency-specific requirement that interprets, assigns responsibility, or provides 
instruction to succeeding levels of the organization.

Now let’s review Lesson 2, Auditable Data and Audit Methodology.
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Lesson 2, Auditable Data and Audit Methodology:

• Feeder and accounting systems

• Effect of intragovernmental transactions 

• Sources of input

• Day-to-day operations

• Financial Audit Manual (FAM)

End-of-Course 
Review

Lesson 2 explained how the various feeder systems affect the financial 
statements.  You learned that feeder systems provide specific data to the 
general ledger, and that data is only as good as the feeder system that collects 
the specific information.  These systems, both manual and automated, must be 
audited to be certain that there are no material mis-statements of information to 
the general ledger.

We described the effect of intragovernmental transactions on the financial 
statements.  We then described sources of input to the financial statements 
through various feeder and financial management systems.

Day-to-day operations are your opportunity to build lines of communication and 
establish clean audit trails.  Having a documented audit trail to substantiate 
transactions on a daily basis will make the transition into an audit successful.  

The FAM checklist was also reviewed to see what the auditors may look for.
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Lesson 2, Auditable Data and Audit Methodology (cont.):

• Government Accountability Office (GAO)

• Planning

• Internal controls

• Testing

• Communications

End-of-Course 
Review

The lesson defined a federal government audit and the methodology used to 
initiate and conduct it.  GAO provides guidance on a variety of subjects to 
include Government Auditing Standards, more commonly called the Yellow 
Book.  We discussed these standards for audits of government organizations, 
programs, activities, and functions.

We then discussed the audit methodology represented by planning, internal 
control, and testing.  In planning we found that the audit team determines what 
evidential matter is needed to achieve the audit objectives.  In the Internal 
Controls Phase of the audit, auditors examine the internal controls of your 
organization to determine whether they are effective.  This examination is used 
to determine the nature, timing, and extent of tests to be conducted in the 
Testing Phase of the audit.

There is no substitute for quality communications.  Both internal and external 
communications play a role in the  continued financial strength and viability of 
all entities in the DoD.

Now let’s review Lesson 3, Steps for a Clean Audit.
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Lesson 3, Steps for a Clean Audit:

• Roles and Responsibilities

• Discovery and Correction

• Validation

• Assertion

End-of-Course 
Review

Lesson 3, Steps for a Clean Audit, explained that reaching the goal of receiving 
an unqualified opinion on the DoD-wide financial statements in FY2007 requires 
that we do not waste our efforts on audits of unreliable information.  Rather, we 
should focus our efforts (and funding) on preparing entities within the DoD to 
pass an audit.  It then explained the steps to prepare for an audit.

In this lesson, you learned the roles and responsibilities of various individuals 
and entities.  Auditors assess the information presented, and this information is 
the responsibility of the entity’s management.  You also found that improvement 
plans are designed to ensure that the Department achieves an unqualified audit 
opinion on DoD-wide financial statements, and are the responsibility of the 
services.  DFAS examines finance and accounting processes and systems to 
identify improvements that can be made to them. 

The Discovery and Correction Phase is intended to correct deficiencies and 
plan solutions to produce accurate data.  The Validation Phase determines if 
sufficient controls and transaction information are available to support 
management’s assertion that the line or statement is ready for audit.  The 
Assertion Phase is used to notify the DoDIG that validation of corrected 
deficiencies has been completed.  
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Lesson 3, Steps for a Clean Audit (cont.):

• Assessment

• Audit

• Reporting

End-of-Course 
Review

The Assessment Phase assesses the reliability of the line or statement that the 
entity asserted as being ready for audit.  The assessment is generally to be 
done first if a statement has never been audited.  During the Audit Phase, an 
auditor substantiates an opinion of the fairness and presentation of the 
information in the financial statements.  The DoDIG determines the appropriate 
scope and nature of financial statements audits and reports.

In discussing reporting, you learned that the head of each executive agency 
submits reports on the agency’s controls, weaknesses, and financial 
management systems annually. 
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Appendix A.  Glossary 

This glossary should serve as a reference tool for DoD personnel who need an understanding of 
auditing terminology.  It is not all- inclusive and reflects both acronyms and terms introduced 
throughout this course.   

Acquisition To come into possession or control, by purchase or other means, of a new or 
improved asset. 

AcSEC Accounting Standards Executive Committee (of the AICPA) 

ADP Automated Data Processing is the use of computer equipment to facilitate 
accounting, budgeting, and other processes. 

AICPA American Institute of Certified Public Accountants 

AIMD Accounting and Information Management (GAO) 

Allocation 
Assertion 

See valuation 

Amortization The periodic recognition of the consumption (expense) of an intangible asset 

AR Army Regulation 

Assertion Explicit and implicit information provided by management that attests to the 
represented financial position or results of operations 

Assertion Letter A representation by management that a financial statement or line item is 
ready for audit 

Asset The property owned by an entity.  Assets are classified in several ways, 
including assets that are tangible and intangible.  While tangible assets are 
more easily defined, intangible assets are those long- lived assets useful in 
the operation of entity that are not held for sale and have no physical 
qualities.  Examples of intangible assets include patents, copyrights, 
franchises, trademarks, trade names, and goodwill. 

AT&L Acquisition, Technology, and Logistics is an office located within the Office 
of the Secretary of Defense. 

Auditable The condition where underlying data and procedures are sufficient, accurate, 
testable, and reliable enough for an auditor to obtain a basis for forming an 
unqualified opinion 

Audit Ready The condition where underlying data is auditable and the staff is ready to 
support that data in an audit process 
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Audit Risk A risk is taken when an auditor unknowingly fails to modify his or her 
opinion appropriately on financial statements that are materially misstated 

Audit Trail A chain of evidence provided by coding, cross references, and 
documentation connecting account balances and other summary results with 
original transaction data 

BEA Business Enterprise Architecture is a mechanism to better manage the 
Department’s business operations and to structure the complex systems and 
organizational interrelationships.   

Benchmark A standard against which others are measured 

Best Practice A process or procedure that can be used as a good example for others in 
similar organizations 

BMMP The Business Management Modernization Program is a vehicle designed to 
transform business operations and improve oversight and accountability for 
the billions of dollars spent designing, building, operating, and maintaining 
business systems that support the Department’s primary missions. 

BRAC The Congressional mandate to eliminate excess physical capacity, the 
operation, sustainment, and recapitalization of that which diverts scarce 
resources from Defense capability 

Capitalize  To record and carry forward into one or more future periods any expenditure 
from which the benefits will then be realized 

CFE Chief Financial Executive 

CFO A Chief Financial Officer is an organization’s senior financial executive. 

CFOA The Chief Financial Officers Act of 1990 is intended to improve financial 
management systems and information to produce timely, reliable, and 
comprehensive financial information. 

CFOC The Chief Financial Officers Council is an organization of the CFOs and 
Deputy CFOs of the largest federal agencies, senior officials of the Office of 
Management and Budget, and the Department of the Treasury, who work 
collaboratively to improve financial management in the U.S. government. 

CIP Construction in Progress 

Completeness 
Assertion 

An assertion about whether all transactions and accounts that should be 
presented in the financial statements are so included 
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Compliance The conformity to the rule of law, standard practice, or specified procedure 

COTS Commercial Off-the-Shelf 

CPE Continuing Professional Education 

Cycle 
Memorandum 

A depiction in words and/or a diagram form of the activities relating to a 
particular type of transaction such as the revenue cycle, expenditure cycle, 
financing cycle, personnel services cycle, or production cycle 

DCAA The Defense Contract Audit Agency is responsible for performing all 
contract audits for the Department, and providing accounting and financial 
advisory services regarding contracts and subcontracts to all DoD 
components responsible for procurement and contract administration. 

D.C. District of Columbia 

DD  Department of Defense (Form) 

DDRS Defense Department Reporting System 

DeCA The Defense Commissary Agency intends to deliver the premier quality of 
life benefit to the armed services community to enhance recruiting, retention 
and readiness by efficiently and effectively providing exceptional savings 
and excellent products and services – every time, every place. 

Depreciation The allocation of the cost of an asset over a period of time for accounting 
and/or tax purposes.  Also, a decline in the value of property due to general 
wear and tear or obsolescence 

DFAR Defense Federal Acquisition Regulation 

DFAS The Defense Finance and Accounting Service has the mission to provide 
responsive, professional finance and accounting services for the people who 
defend America.   

Deficiency In an audit, the term deficiency describes a lack in adequate competence, 
readiness, knowledge, or means.  It may be synonymous with fault.   

DISA Defense Information Systems Agency 

Disclosure Making something known to the public, as in disclosing the financial 
position of an entity through the publishing of its financial statements and 
accompanying notes 
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DLA The Defense Logistics Agency provides worldwide logistics support for the 
missions of the military departments and the Unified Combatant Commands 
under conditions of peace and war.  It also provides logistics support to other 
DoD components and certain federal agencies, foreign governments, 
international organizations, and others as authorized.  

DMPO Defense Military Pay Office 

DoD Department of Defense (also referred to as the Department) 

DoDFMR Department of Defense Financial Management Regulation (7000.14-R) 

DoDIG Department of Defense Inspector General 

DPAS Defense Property Accountability System 

DWCF Defense Working Capital Fund  

EDA Electronic Document Access 

ENG Engineer 

Engagement Describes the process of conducting an audit.  It is the formal agreement to 
provide a service, as in an audit engagement letter or contract  

Entity An organization, unit, or body, such as a department, fund, agency, or 
section 

ESC Executive Steering Committee 

Evidential 
Matter 

Audit evidence that consists of underlying accounting data or financial 
records and all corroborating information available to an auditor 

Existence 
Assertion 

An assertion about whether assets or liabilities of an entity exist at a given 
date, and whether recorded transactions have occurred during a given period.  
This is also called existence occurrence. 

Existence 
Occurrence 

See existence assertion. 

FAM The Financial Audit Manual is a manual established by the GAO and the 
PCIE to ensure that the financial statement audits have their intended 
outcome. 

FAR Federal Acquisition Regulation 
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FASAB The Federal Accounting Standards Advisory Board has the mission to 
promulgate federal accounting standards after considering the financial and 
budgetary information needs of citizens, congressional oversight groups, 
executive agencies, and the needs of other users of federal financial 
information. 

FASB Financial Accounting Standards Board 

FFMIA The Federal Financial Management Improvement Act builds on the CFO 
Act by emphasizing the need for agencies to have systems that can generate 
timely, accurate, and useful information with which to make informed 
decisions and to ensure accountability on an ongoing basis. 

FII The Financial Improvement Initiative promotes the achievement of an 
unqualified opinion on the Department’s consolidated financial statements 
by FY07. 

FISCAM Federal Information System Controls Audit Manual 

FISMA Financial Information Security Management Act of 2002 

FMFIA The Federal Manager’s Financial Integrity Act requires federal managers to 
establish a continuous process for evaluating, improving, and reporting on 
the internal control and accounting systems for which they are responsible.  
It furthers requires that, each year, the head of each executive agency subject 
to the Act shall submit a report to the President and Congress on the status of 
management controls and financial systems that protect the integrity of 
agency programs and administrative activities. 

FMMP The Financial Management Modernization Program was renamed the 
BMMP on May 20, 2003. 

FMR Financial Management Regulation (see DoDFMR) 

FMS The Foreign Military Sales program manages government-to-government 
purchases of weapons and other defense articles, defense services, and 
military training. 

FUDS Formally Used Defense Sites is a type or classification of site, comparable to 
DoD installation or BRAC site. 

FY Fiscal Year 

GAAP General accepted accounting principles is the common set of accounting 
principles, standards, and procedures.  GAAP is a combination of 
authoritative standards (set by policy boards) and the accepted ways of doing 
accounting.  
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GAAS Generally Accepted Auditing Standards 

GAGAS Generally Accepted Government Auditing Standards 

GAO The Government Accountability Office, previously called the General 
Accounting Office, is an independent, nonpartisan agency that works for 
Congress.  The GAO is often called the “congressional watchdog” because it 
investigates how the federal government spends taxpayers’ dollars. 

GLAC General Ledger Account Codes 

GMRA The Government Management Reform Act of 1994 updated the CFOA by 
setting standards for the effectiveness of financial management reporting. 

GPRA The Government Performance and Results Act of 1993, aims to improve 
federal program effectiveness and public accountability by promoting a new 
focus on results, service quality, and customer satisfaction. 

GRS The General Records Schedule is issued by the Archivist of the United 
States to provide disposition authorization for records common to several or 
all agencies of the federal government. 

GS General Schedule 

GSA General Services Agency 

IAW In accordance with 

IBM International Business Machines 

ID Identification 

IG The Inspector General has traditionally served as “an extension of the eyes, 
ears, and conscience of the Commander.”  Pursuant to the Inspector General 
Act of 1978, as amended, “the Inspector General of the Department of 
Defense shall . . . be the principal adviser to the Secretary of Defense for 
matters relating to the prevention of fraud, waste, and abuse in the programs 
and operations of the Department.”  

IGT Intergovernmental Transaction 

IMPAC International Merchant Purchase Authorization Card 

IPA Independent Public Accountant 
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Internal 
Controls 

Refers to processes that are designed to provide reasonable assurance 
regarding the achievement of objectives in the reliability of financial 
reporting, compliance with applicable laws and regulations, and the 
effectiveness and efficiency of operations 

Internal Review An inspection of processes and data of an entity by personnel employed by 
or internal to the entity 

JFMIP The Joint Financial Management Improvement Program is a joint and 
cooperative undertaking of the Department of the Treasury, the GAO, the 
OMB, and the OPM working in cooperation with each other and other 
agencies to improve financial management practices in government. 

LAC Latest Acquisition Cost 

Liability A legal responsibility or accountability for an amount owed 

MAC Moving Average Cost 

Materiality In an audit, materiality refers to the degree of importance or consequence. 

MC Management Control (see also MCP) 

MCP A management control program provides reasonable assurance that 
obligations and costs comply with applicable laws and emphasizes 
prevention of waste, fraud, mismanagement, and timely corrections of MC 
weaknesses. 

MDA The Management Discussion and Analysis section, found on financial 
statements, allows management to discuss aspects of an entity’s financial 
statement that may be otherwise difficult to locate.  It provides a summary 
and more. 

MIPR Military Interdepartmental Purchase Request 

N/A Not available 

NARA The National Archives and Records Administration ensures for the citizens 
and the public servant, for the President, Congress, and Courts, ready access 
to essential evidence. 

NASBA National Association of State Boards of Accountancy 

NDPP&E The National Defense PP&E was previously expensed in the period incurred, 
but all are now classified as general PP&E and capitalized, with the 
exception of the cost of land and land improvements that produce permanent 
benefits, which are depreciated. 
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No. Number 

Non-statistical 
Sampling 

A group of methods used in audits to determine the size of a sample to be 
tested and the evaluation of the results that is less objective and more 
subjective and judgmental than the statistical sampling approach 

NRV Net Realizable Value is a valuation method. 

O&M Operations and Maintenance 

OFFM The Office of Federal Financial Management was created within the OMB 
by the CFOA of 1990.  The OFFM is responsible for the financial 
management policy of the federal government including implementing the 
financial management improvement priorities of the President, establishing 
government-wide financial management policies of executive agencies, and 
carrying out the financial management functions of the CFOA. 

OIG Office of Inspector General 

OMB The Office of Management and Budget has a mission to assist the President 
in overseeing the preparation of the federal budget and to supervise its 
administration in Executive Branch agencies. 

OM&S Operating Material and Supplies 

OPM The Office of Personnel Management is the federal government’s human 
resource agency. 

OUSD(C) Office of the Under Secretary of Defense (Comptroller) 

OUSD(HA) Office of the Under Secretary of Defense (Health Affairs) 

P&EP Property and Equipment Policy 

PAD Process Analysis Documents 

PARS Performance and Accountability Reports 

PBC A Prepared by Client list is a list that facilitates the audit process by 
coordination with specific points-of-contact. 

PCIE The President’s Council on Integrity and Efficiency was established to 
address integrity, economy, and effectiveness is sues that transcend 
individual government agencies, and increase the professionalism and 
effectiveness of IG personnel throughout the government.  

P&EP Property and Equipment Policies 
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PMA The President’s Management Agenda is an aggressive strategy for 
improving the management of the federal government.  It focuses on five 
areas of management weaknesses across the government where 
improvements and the most progress can be made. 

PMO Program Management Office 

POC Point of Contact 

Population In an audit, a population is a class of transactions or the account balance to 
be tested. 

PP&E Property, Plant, and Equipment 

Qualified 
Opinion 

An auditor’s opinion stating that except for the effects of the matter(s) to 
which the qualification relates, the financial statements present the position 
of the organization fairly. 

Readiness See audit ready. 

Reasonable 
Assurance 

Assurance that a reasonable person can reach the same conclusion given the 
same data and circumstances.  Not an absolute certainty. 

RFA Ready for Audit 

Rights and 
Obligations 
Assertion 

An assertion about whether assets are the rights of the entity, and liabilities 
are the obligations for the entity, at a given date 

Risk Adverse A condition in which an auditor is not willing to accept a moderate or high 
level of audit risk, usually when the client has a greater likelihood of 
financial failure or there are many users of the statements and audit reports 

RPC Review and Prioritization Committee 

RPS Review and Prioritization Sub-committee 

Sample In an audit, a sample is a single unit within a class of transactions or account 
balances to be tested. 

SAS Statements of Accounting Standards 

SEC Securities and Exchange Commission 

SECDEF Secretary of Defense 

SFFAC Statement of Federal Financial Accounting Concepts 
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SFFAS Statement of Federal Financial Accounting Standards is the standards issued 
by the FASAB to implement the GAAP for the federal government. 

SGL Standard General Ledger 

SOA Statement of Accountability 

SOP Standard Operating Procedure 

Source 
Documentation 

Documents representing authorization for original transactions and 
associated with transaction data.  These documents include contracts, 
invoices, funding authorizations, bills of lading, receiving reports, titles, 
mortgages or notes, leases, agreements, appointments, signature cards, 
policies, and others. 

Statistical 
Sampling 

A mathematical method or combination of methods used to determine the 
number of items in a population to examine 

Systemic Describes a problem involving one or more financial reporting systems that 
results in an inability to provide accurate, reliable, or timely financial data 

TDY Temporary Duty 

TFM Treasury Financial Manual 

TI Treasury Index is the Treasury’s code for the various funds used in the 
federal government.  Examples in DoD include TI 97, 57, 21, and 17. 

TPA Trading Partner Agreement 

Unqualified 
Opinion 

An auditor’s opinion that is without any material exception as to a general 
statement of reliability of the items specified within the limits of an audit 

U.S. United States 

USD Under Secretary of Defense  

USD(C) Under Secretary of Defense, Comptroller 

USSGL United States Standard General Ledger provides a uniform Chart of 
Accounts and technical guidance to be used in standardizing federal agency 
accounting. 

USTRANSCOM The United Sates Transportation Command is a unified command composed 
of elements from each of the services to provide air, land, and sea 
transportation for the DoD. 
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Validation The corroboration, substantiation, or confirmation of relevant or meaningful 
information, supported by objective truth or generally accepted authority 

WCF The Working Capital Fund was established to be self-sustaining where 
products or services are produced and sold to recover the full cost of 
operations. 
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Appendix B.  Assertion Package Organization and Review Criteria 

The following is provided as a reference obtained from Attachment 4 of the USD (C) 
Memorandum, Subject:  Financial Improvement Initiative Business Rules, dated June 23, 2004. 

TAB TOPIC 
CHECKLIST 

STEP 

1 Process Cycle Memos and Flow Charts 1 

2 GL Transaction Detail/Support 2 

3 Evidential Matter 3 

4 

Validation Summary (Management Assertion Letter, Completed 
Assertion Checklist, and Validation Work Products such as completed 
GAO Checklists, etc) 4 

5 Status of FIP Corrective Actions 5 

6 Summary of Corrective Actions Taken 6 

7 Organization Charts/Contact Lists 7 

8 FISCAM and SAS 70/88 Audit Date(s) and POCs 8 

9 FISCAM and SAS 70/88 Audit Results 9 

10 Hardware, Software, and Interfaces 10 

11 Type of Data Produced 11 

12 Telecom/Network Information 12 

13 Certifications/Accreditations 13 

14 System/End User Locations 14 

15 Location of Systems Documentation 15 

16 Data Type/Summary of Transactions (Number, Type, Dollar Value) 16 

17 List of Authorized Users 17 

18 List of On-Going or Planned Reviews 18 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

1 Identify and document the 
procedures, processes, and control 
points for deriving the balance(s) 
being asserted.  Include the systems 
that are used and the flow of data 
from field level to departmental 
level.  This can be done in a cycle 
memorandum or flow chart format.  
Having this information prepared in 
advance will be a great tool for you 
to refer to during the assessment and 
audit.  Also, the auditors will need to 
document the information so you 
will already have the information 
prepared.  Be sure to identify all 
systems that have detail that make 
up the balance(s) being asserted as 
ready for audit. 

Place cycle/process 
memorandum, flow documents, 
questionnaires, directives, and 
procedures at TAB 1 of the 
assertion package. 

A flowchart(s) is required for each major 
process and a cycle/process memorandum (a 
description of a cycle memorandum is in the 
GAO Financial Audit Manual Section 390.04, 
“Cycle Memorandum and Flowchart”) should 
be provided to: 

• accurately describe the regulations followed 
for the process, 

• document procedures utilized, 

• document key control techniques, 

• identify systems used at the departmental 
level, and 

• include the management control objectives 
and risk assessments. 

Review the flowchart(s), cycle/process 
memorandum, and supporting documents for 
reasonableness and completeness for each 
process listed. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

2 Have all General Ledger transaction 
detail and supporting information 
from feeder systems available for all 
other transactions that make up the 
balance(s) being asserted.  Ensure 
the total of the detail equals the 
balance of the line item.  This 
includes all accounting adjustments 
that have an effect on the ending 
balance of a line item reported on 
the financial statements. 

Place supporting GL transaction 
detail information at TAB 2 of 
the assertion package. 

Review the provided detailed description/flow 
chart of the reconciliation process performed.  
The detailed description should describe how 
the line item balance is fully supported by the 
General Ledger, the General Ledger is fully 
supported by the Subsidiary Ledgers, and each 
transaction in the Subsidiary Ledgers is 
supported by the appropriate supporting 
evidential matter. The description should 
demonstrate that the data is readily available 
and should provide POCs for the data. 

 

3 Consolidate evidential matter that 
supports the transactions in step 2 or 
map where the evidential matter is 
located for easy and expedient 
retrieval. 

Where practical, include 
Evidential Matter at TAB 3, if 
space does not permit, include 
detailed information of where 
the evidential matter is located. 

Review the description of the supporting 
evidential matter (i.e. contracts, invoices, 
receiving reports, etc.) for reasonableness and 
completeness.  Verify that the location of the 
supporting evidential matter is identified. 

 

4 Prepare a summary of validation 
work performed by management 
Service auditors, Internal auditors, or 
independent public accounting firms 
to establish audit readiness, as 
applicable. 

Place Validation Summary, the 
Management Assertion Letter, 
the completed assertion package 
checklist, and validation work 
products in TAB 4. 

Verify the presence of the Management 
Assertion Letter.  Verify Validation Summary is 
present, describes validation methodology, and 
appears reasonably complete and accurate. 

Verify the separation of duties between the 
persons generating the assertion packages and 
the persons validating the assertion packages.  If 
separation of duties does not exist, review the 
adequacy of management’s explanation of why 
it deemed separation of duties was not needed. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

5 Complete all the corrective actions 
in your Mid-Range Financial 
Improvement Plan (FIP) for the 
material deficiencies related to the 
balance(s) being asserted. 

Place a statement in TAB 5 that 
all corrective actions in the FIP 
related to material deficiencies 
associated with this line are 
completed. 

Verify that the Management Assertion letter 
includes a statement that corrective actions 
identified in the FIP are completed.  Also 
include the comprehensive corrective action 
plans for identified deficiencies if not part of the 
FIP. 

 

6 Using the information from step 5 
above, prepare an explanation of the 
actions taken to fix previously 
identified or existing problems and 
incorporate the explanation in the 
assertion letter or include as 
attachment to the letter.  Be very 
specific. 

Place a status of all FIP 
corrective actions related to the 
assertion in TAB 6. 

Verify that the Validation Summary includes: 

• a summary of the corrective actions 
completed for all known material 
weaknesses and reportable conditions related 
to the assertion, OR  

• a reference to the FIP which documents the 
completion of all corrective actions related to 
the assertion. 

 

7 Compile organization charts 
indicating key personnel and their 
responsibilities and phone lists. 

Place organization charts at 
TAB 7 of the assertion package.  

Verify that the packages include organization 
charts for the financial and information 
technology process owners.  The responsible 
key Government and contractor personnel and 
their location and contact information should be 
provided. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

8 For all the systems identified in step 
1 above, has there been a Financial 
Information Security Audit Manual 
Controls (FISCAM) or Statement of 
Auditing Standard (SAS) 70/88 audit 
conducted on the systems?   

• If yes, provide the date and point 
of contact and proceed to step 9. 

• If no, proceed to step 10. 

Place FISCAM / SAS Audit 
date and POC info at TAB 8 of 
the assertion package.   

Review to verify that the packages include dates 
and POC info for any FISCAM or SAS 70/88 
audit reports on systems identified in step 1. 

 

9 For the Systems identified in step 1 
that you answered Yes in step 8, 
obtain a copy of the FISCAM or 
SAS 70/88 audit report and skip the 
rest of the steps.  For the systems 
identified in step 1 that you answered 
No in step 8, proceed to step 10.  If a 
FISCAM or SAS 70/88 audit has not 
been conducted on the system, then 
the auditors will have to perform 
alternate procedures on the system.  
Therefore, the information in steps 
10-18 will have to be gathered prior 
to the audit of each system 

Place Audit Report(s) at TAB 9 
of the assertion package.   

Review to verify that FISCAM or SAS 70/88 
audit reports are present for all systems 
identified in step 1. 

If no audits were performed go to steps 10-18. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

10 Prepare a description of the major 
hardware and software of the system 
and interfaces with other systems. 

Place at TAB 10 of the assertion 
package.   

Verify that for each system identified in step 1, a 
description of the hardware and software is 
provided.  This description should include 
interface descriptions.  At a minimum, the 
location of the document containing this 
information should be provided. 

 

11 Describe what type of data the 
system produces for the financial 
statements, e.g., accounting 
transactions. 

Place at TAB 11 of the assertion 
package. 

Verify that for each system identified in step 1, a 
description of the type of data the system 
produces is provided.  At a minimum, the 
location of the document containing this 
information should be provided. 

 

12 Prepare a description of 
telecommunications devices and 
networks used with the system. 

Place at TAB 12 of the assertion 
package. 

Verify that for each system identified in step 1, a 
description of the telecommunications devices 
and networks used with the system is provided.  
At a minimum, the location of the document 
containing this information should be provided. 

 

13 Obtain a copy of the most recent 
certifications and accreditations of 
the system. 

Place at TAB 13 of the assertion 
package. 

Verify that for each system identified in step 1, a 
copy of the most recent certifications and 
accreditations of the system is provided.  For 
example, this should include the identification of 
when the last DoD Information Technology 
Security Certification and Accreditation Process 
(DITSCAP) certification and accreditation was 
performed and include a copy of the most recent 
Systems Security Authorization Agreement 
(SSAA).  At a minimum, the location of the 
reports, reviews, certifications and accreditations 
should be provided. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

14 Identify the system location(s) and 
end user locations. 

Place at TAB 14 of the assertion 
package 

Verify that for each system identified in step 1, a 
description of the system location(s) and end 
user locations is provided.  At a minimum, the 
location of the document containing this 
information should be provided. 

 15 Identify the location(s) of system 
documentation. 

Place at TAB 15 of the assertion 
package 

Verify that for each system identified in step 1, 
location of system documentation is provided. 

 

16 Identify the type, dollar value, and 
number of transactions processed in 
the system in a month and in a year. 

Place at TAB 16 of the assertion 
package 

Verify that for each system identified in step 1, 
provide a description of the type, dollar value, 
and number of transactions processed in the 
system in a month and in a year is provided.  In 
addition, the Component should identify which 
transactions are material to the assertion.  At a 
minimum, the location of the document 
containing this information should be provided. 

 

17 List the type of system users – a type 
of user would be described as a 
certain category of employees or an 
organizations activity with-in an 
Agency. 

Place at TAB 17 of the assertion 
package 

Verify that for each system identified in step 1, 
system user access information (locations and 
number of users per location) or a description of 
the types of users is provided.  At a minimum, 
the location of the document containing this 
information should be provided. 
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v Step Description Assertion Package Tab Evaluation Criteria 

 

18 Inquire if there are any ongoing or 
planned system reviews – if there 
are, determine when the reviews will 
be complete. 

Place at TAB 18 of the assertion 
package 

Verify that for each system identified in step 1, a 
description any ongoing or planned system 
review, as well as planned completion dates, is 
provided.  In addition to the system reviews 
discussed in Steps 8 and 13, also include a copy 
of the most recent Financial Management 
Improvement Act (FFMIA) compliance review, 
DISA readiness reviews, or any other reviews 
that are ongoing or planned.   
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Appendix C.  Excerpts from the Performance and Accountability Report (PAR) 

The following are excerpts from the FY 2004 Performance and Accountability Report. 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-2 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-3 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-4 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-5 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-6 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-7 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-8 Student Guide Version 1.0 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-9 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-10 Student Guide Version 1.0 

  

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-11 

  

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-12 Student Guide Version 1.0 

  

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-13 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-14 Student Guide Version 1.0 

  

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-15 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-16 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-17 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-18 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-19 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-20 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-21 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-22 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-23 

  

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-24 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-25 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-26 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-27 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-28 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-29 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-30 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-31 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-32 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-33 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-34 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-35 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-36 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-37 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-38 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-39 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-40 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-41 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-42 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-43 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-44 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-45 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-46 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-47 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-48 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-49 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-50 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-51 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-52 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-53 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-54 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-55 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-56 Student Guide Version 1.0 

 

 

 



Preparing for an Audit Excerpts from the Performance and Accountability Report (PAR) 

Version 1.0 Student Guide C-57 

 

 

 



Excerpts from the Performance and Accountability Report (PAR) Preparing for an Audit  

C-58 Student Guide Version 1.0 

 

 
 



Office of the Under Secretary of Defense 
(Comptroller) (OUSD(C)) 

 

 

 

 
Preparing for an Audit 

 
 
 
 
 
 
 

Final Examination 
 

Student Name:  _________________________ 
 
 
 
 
Version 1.0 May 2005 



Exam-2  Version 1.0 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Prepared by: 
Science Applications International Corporation 

Southbridge Hotel and Conference Center 
14 Mechanic Street, Room C-3100 

Southbridge, MA 01550-2570 
 

 
 

 
Products or brand names mentioned in the text of this guide 

are trademarks or registered trademarks of their respective holders 
 



Preparing for an Audit Final Examination 

Version 1.0  Exam-3 

Final Examination 

Directions  This is an open-book final examination covering subject matter taught in this 
course.  It will assess your knowledge of requirements for preparing for an 
audit.  The final examination consists of questions that are multiple choice 
and fill in the blank.  Write in or circle the correct answer to the questions.    

Time Allocation The time allocated to this examination is 40 minutes:  30 minutes for the 
exercise and 10 minutes for the critique.   

Number Question 

1 Which of the following items has the highest priority in the hierarchy of 
accounting principles and standards for U.S. government reporting entities?  

a.  Office of Management and Budget (OMB) Form and Content Bulletins  

b.  FASAB Statements, Interpretations, and FASAB-approved AICPA and 
FASB Pronouncements  

c.  DoD Financial Management Regulation policies and guidance  

d.  Office of the Secretary of Defense (Comptroller) policies and guidance  

2 What is the Historical Cost Principle?  

a.  A generally accepted accounting principle in which entities are required 
to account and report based on acquisition cost rather than fair market 
value  

b.  A generally accepted accounting principle in which costs are calculated 
based on the fair market value of the acquisition at the time of purchase 

c.  A generally accepted accounting principle in which acquisition cost is 
depreciated based on the inflation rate over the life of the purchase  

d.  A generally accepted accounting principle in which costs are calculated 
from their historical value to their current value  
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Number Question 

3 What entity is responsible for financial statement audits within the DoD?  

a.  DoDIG  

b.  Army Audit Agency  

c.  Naval Audit Service 

d.  Air Force Audit Agency  

4 What are three types of audits?  

a.  Compliance, operational, and accounting audits 

b.  Internal control, system control, and financial statements audits 

c.  Financial statements, performance or operational, and system audits 

d.  Economy, efficiency, and effectiveness audits 

5 Which of the following are annual reports required by OMB Circular A-123, 
Management Accountability and Control? 

a.  A Statement of Assurance and a Statement of Assurance for Internal 
Control over Financial Reporting 

b.  An assessment of the financial position of the entity and an explanation 
of the abnormal balances 

c.  A Statement of Net Cost and a Balance Sheet 

d.  A report of accountable entities and a report on material weaknesses 

6 What entity was created to promote and support financial management in the 
executive branch of the federal government? 

a.  Office of Federal Financial Management (OFFM) 

b.  Government Accountability Office (GAO) 

c.  American Institute of Certified Public Accountants (AICPA) 

d.  Financial Accounting Standards Board (FASB) 
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Number Question 

7 What is the effect on the financial statements if intragovernmental 
eliminations are not conducted? 

a.  Overstatement of assets, liabilities, revenues, and expenses 

b.  Understatement of assets, liabilities, revenues, and expenses 

c.  All public transactions are doubled 

d.  No effect 

8 What is represented by the Balance Sheet? 

a.  An organization’s financial position as of a specific time 

b.  Components of the net cost for each of the reporting entity’s operations 
for the period based on accrual or proprietary accounting 

c.  How budgetary resources were made available and what their status is at 
the end of the period. 

d.  How the Statement of Budgetary Resources and the Statement of Net 
Cost relate to each other   

9 The Yellow Book contains standards for audits of government organizations, 
programs, activities, and functions.  What are these standards often referred 
to as? 

a.  Generally Accepted Accounting Principles (GAAP) 

b.  Statements of Federal Financial Accounting Standards (SFFAS) 

c.  Statements of Federal Financial Accounting Concepts (SFFAC) 

d.  Generally Accepted Government Auditing Standards (GAGAS) 
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Number Question 

10 The GAO/PCIE FAM is composed of two volumes.  What is described in 
Volume 1? 

a.  Audit process 

b.  Checklist for Federal Accounting, Reporting, and Disclosures 

c.  Formats for financial statements 

d.  Purpose of the entrance conference 

11 Who is required to follow up on audit recommendations and correct 
problems resulting from inadequate, excessive, or poorly designed controls? 

a.  Auditors 

b.  Managers 

c.  DoD reporting entities 

d.  DFAS 

12 In what phase of the audit cycle does the auditor gain an understanding of 
the entity’s operations? 

a.  Internal Control Phase 

b.  Reporting Phase  

c.  Planning Phase 

d.  Testing Phase 

13 What is the five-phase process designed to prepare ent ities to pass a 
financial audit and to improve their ability to control and report on their 
financial activities? 

a.  Business Management Modernization Program (BMMP) 

b.  Financial Management Balanced Scorecard 

c.  Financial Management Transformation Plan 

d.  Financial Improvement Initiative 
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Number Question 

14 Name three sources for the identification of problems or deficiencies that 
must be corrected. 

_________________________________ 

_________________________________ 

_________________________________ 

15 What is the purpose of the Validation Phase? 

a.  To validate the analysis of the auditors 

b.  To validate the effectiveness of the corrective actions 

c.  To notify the DoDIG that validation of corrected deficiencies has been 
completed and that a financial statement or line item is ready for audit 

d.  To determine the reliability of the line or statement which the entity 
asserted as being ready for audit 
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